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Itttteii States (ttourt of Appeals 

Foe the District of Columbia Circuit 

No. 11,077 

Seaboard Realty, Inc., Petitioner 
vs. 

District of Columbia, Respondent 
No. 11,212 

District of Columbia, Petitioner 
vs. 

Seaboard Realty, Inc., Respondent 


On Petition for Review of Decision of the Board of Tax 
Appeals for the District of Columbia 


brief for seaboard realty, INC., PETITIONER 
m CASE NO. 11,077, AND RESPONDENT 
m CASE NO. 11,212. 


JURISDICTIONAL STATEMENT 

In Case No. 11,077, Seaboard Realty, Inc., filed a peti¬ 
tion for review of a decision of the Board of Tax Appeals 
for the District of Columbia entered on the 4th day of 
April, 1951, (R. 144) affirming part of an assessment for 
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additional income tax against the said Seaboard Realty, 
Inc. (Jt App. 62A) 

In Case No. 11,212 the District of Columbia filed a 
cross petition for a review of the same decision of the 
Board of Tax Appeals for the District of Columbia 
(R. 145). These cases were consolidated by order of 
this Honorable Court dated the 12th day of October, 
195L 

This Court has jurisdiction by virtue of Section 47-2404 
of the District of Columbia Code (1940). The Board of 
Tax Appeals for the District of Columbia had jurisdiction 
to hear and determine Seaboard Realty Inc.’s appeal 
from the assessment by virtue of Section 47-2403 of the 
District of Columbia Code (1940). 

STATEMENT OF CASE 

The Assessor for the District of Columbia found that 
the payments of interest on debenture bonds of the face 
amount of $150,000 of the Seaboard Realty, Inc., were not 
ordinary and necessary expenses within the meaning of 
Section 5(a) of the District of Columbia Income Tax of 
1939 and on July 15, 1948, made a deficiency assessment 
of $375.00 against petitioner. The petitioner paid the 
assessment with interest under protest in writing and pe¬ 
titioned the Board of Tax Appeals for cancellation of the 
assessment and refund of the tax. The Board of Tax 
Appeals decided on November 9, 1948, as a matter of 
law that the interest on the debentures paid by petitioner 
during 1943 was not deductible from its gross income 
under the provisions of Section 5(a) of the District of 
Columbia Revenue Act of 1939. (D. C. Code 1940, Title 
47-1505 (a) (2). 

A petition to review said decision of the Board of Tax 
Appeals was filed by Seaboard Realty, Inc., with this 
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Court. Judge E. Barrett Prettyman, speaking for this 
Court, stated: 

“The question is whether certain payments or dis¬ 
tributions, by the corporation, were or were not in¬ 
terest within the meaning of the local Revenue Act 
and thus deductible from gross income in computing 
net income for tax purposes.” (citing 53 Stat. 1089 
(1939), D. C. Code T.47-1505(a)(2) (1940) 

“Prior to December, 1942, one Ernest L. Smith 
owned 998 of 1,000 outstanding shares of the common 
stock of a Delaware corporation, and his wife and 
his attorney each owned one share. The assets of 
the corporation totaled $227,159.15 as of December 
31, 1942, represented by cash, depreciated buildings, 
and land. On the liability side of its balance sheet 
appeared accounts payable, a mortgage, common 
stock of $1,000, and an earned surplus of $72,309.46. 
The company was advised that the presence of this 
comparatively large surplus, undistributed, would 
tend to make it liable to the federal tax under Sec^ 
tion 102 of the Internal Revenue Code. A new Dela¬ 
ware corporation, which is the petitioner here, was 
organized and was duly authorized to issue $150,000 
in 5 per cent debentures. The old corporation trans¬ 
ferred all its assets and liabilities to the new in ex¬ 
change for the common stock and debentures of the 
latter, and then transferred that stock and the de¬ 
bentures to its stockholders in exchange for all its 
own outstanding stock. So, whereas Smith, his wife, 
and his attorney theretofore had shares of stock in 
the old corporation, thereafter they had both stock 
and debentures in the new corporation. The question 
in the case is the deductibility of the interest on these 
debentures.” 

“The balance sheet of the new corporation showed 
on the assets side cash, depreciated buildings, and 
land, all in the same amounts as those items ap¬ 
peared on the old balance sheet, and a new item 
entitled “Excess Market Value of Assets” in the 
amount of $77,690.54. On the liabilities side, this 
balance sheet showed accounts payable, the mort- 
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gage, and the common stock, in the same 'amounts as 
those items appeared on the old balance sheet, and a 
further liability for “Debenture Bearer Bonds” in 
the sum of $150,000. This balance sheet showed no 
surplus.” (Seaboard Realty, Inc. vs. District of Co- 

'• lumbia, 87 U. S. App.- D. C. 258) 

After a review, of the criteria to be considered in de¬ 
termining the existence or non-existence of a debt obli¬ 
gation and a learned discussion of the tax law applicable 
in a situation where there have been changes in the capi¬ 
tal structure and corporate obligations of a corporation, 
this Court “ remanded the case to the Board for its fur¬ 
ther consideration of the problem in the light of the treat¬ 
ment properly to be given it under the Federal Income 
Tax Law and the coordination required by the local 
statute between the Federal treatment and the local treat¬ 
ment. For purposes of the remand, the decision of the 
Board is reversed.” (Seaboard vs. District of Columbia, 
87 U. S. App. D. C. 258). 

The mandate of this Court issued on November 14, 
1950, was filed with the Board of Tax Appeals for the 
District of Columbia. Thereupon the Board vacated its 
decision of November 9, 1948, and ordered further pro¬ 
ceedings be had not inconsistent with the opinion of this 
Court made on July 24,1950. 

After hearing the Board of Tax Appeals rendered its 
decision of April 4, 1951, which is the decision now before 
this Court for review, that the deficiency assessment of 
1943 income tax against petitioner, Seaboard Realty, Inc., 
amounting to $375.00 tax and $195.21 interest, a total of 
$570.21, be, and it is hereby reduced to $225.00 tax and 
$117.13 interest, a total of $342.13, and that said peti¬ 
tioner is entitled to a refund of $228.08 by reason thereof. 
(Jt. App. 62A). Said decision is based upon the reason¬ 
ing set forth in the Memorandum of the Board of Tax 
Appeals (Jt. App. 59A, 61A), that the effect of Smith’s 
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*‘settlement of his Federal Tax liability is the same as 
if the debentures of the face value of $150,000 had been 
received by Smith as a dividend, but at a value of $400 
for each $1,000 debenture, i. e., on a basis of 40 per cent 
of face value. The application of this formula • • • 
results in the conclusion that the debenture interest is 
deductible to the extent of 40 per cent thereof and that 
60 per cent thereof is not deductible. ” 

Before the Board of Tax Appeals in its Docket No. 
1109, there was introduced the following evidence: That 
the Federal Government has allowed Seaboard Realty, 
Inc., deduction of all interest paid on the $150,000 de¬ 
benture bonds, (Jt. App. 4A, 5A), and that many 
years of the company's returns have been audited 
(Jt. App. 7A); that Ernest L. Smith, the owner of 
998 of 1,000 shares of the Seaboard Realty, Inc., and 
the beneficial owner of the remaining two shares thereof, 
a resident of the State of Maryland, did not file a Dis¬ 
trict of Columbia income tax return in any of the years. 
He filed United States income tax returns for 1942 and 
1943 with the Collector of Internal Revenue for the Dis¬ 
trict of Maryland. In his return for 1943 he reported 
$7,500 interest received on said debenture bonds under 
the heading “Interest on corporation bonds, bank de¬ 
posits, notes”. (Jt. App. 55A). 

On June 23, 1945, the Internal Revenue Agent in 
Charge at Baltimore transmitted to Smith a copy of the 
report of the examination of his income tax returns for 
1943 notifying him that an adjustment of his tax liability 
by an increase of $120,361.07 appeared to be warranted. 
The report showed that this proposed additonal tax was 
based on an increase of Smiths net income by the in¬ 
clusion of a taxable dividend of $150,000, the face amount 
of the debentures distributed to Smith. (Jt. App. 7A, 
8A, 10A, 11 A, 12A). The Report further stated “In 
accordance with Bazley vs. Commissioner, 4 T. C. No. 
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108, Dockets Nos. 1520 and 1521, Promulgated February 
28, 1945, the distribution to tbe petitioners of the de¬ 
benture bonds along with new common stock, upon the 
surrender and redemption of the old common stock of 
the corporation of which petitioner was virtually sole 
stockholder, held, not a reorganization resulting in a 
tax-free exchange under Section 112 of the Internal Reve¬ 
nue Code, since lacking a true business purpose, but essen¬ 
tially quivalent to a taxable dividend under Section 
115(g). (Jt. App. 13A). It would appear that no true 
business purpose is involved in this reorganization and 
the debenture bonds of $150,000 should be taxable as ordi¬ 
nary dividend bonds. (Section 115(g).” (Jt. App. 15A). 

On August 23, 1945, Smith filed a written protest with 
the Commissioner of Internal Revenue (Jt. App. 21A- 
28A), alleging that the exchange was not a distribution 
of earnings and profits nor was it essentially equivalent 
to a taxable dividend under Section 115(g) of the Internal 
Revenue Code, but was a tax-free exchange under Section 
112. (citing authorities). Even if regarded as a tax¬ 
able dividend or distribution, the debenture bonds of the 
face value of $150,000 are taxable only at their fair 
market value. (Jt App. 27A). 

On September 28, 1948, the Commissioner of Internal 
Revenue, after considering Smith’s protest of August 
23, 1945, advised Smith that “the determination of your 
tax liability for the taxable year ended December 31, 
1943, discloses a deficiency of $71,754.35.” (Jt. App. 
29A). An explanation of the adjustments was: “It is 
held that you are taxable upon the receipt of debenture 
bonds of the Seaboard Realty, Inc., as a distribution of 
earnings in the amount of $72,309.46, the amount of the 
earned surplus as reflected by the books prior to the dis¬ 
tribution. It is further held that you have realized a tax¬ 
able gain upon the same transaction to the extent of 
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$77,690.54, the excess of the face value of the said bonds 
over the amount of the aforesaid earned surplus.” (Jt. 
App. 32A). 

After Seaboard Realty, Inc., filed its petition with this 
Honorable Court (87 U. S. App. D. C. 258), for review 
of the decision of November 9, 1948, of the Board of Tax 
Appeals for the District of Columbia, Smith filed a peti¬ 
tion before the Tax Court of the United States, Docket 
No. 21298, (Jt. App. 38A et seq.) for a redetermination 
of the deficiency of his Federal income tax for the year 
1943 as set forth by the Commissioner of Internal Reve¬ 
nue in his notice of deficiency dated September 28, 1948, 
alleging that the determination of the tax in said notice 
of deficiency is based upon, among others, the following 
errors: that the exchange of stock of the Seaboard Realty 
Company, Inc., for stock and debenture bonds of Sea¬ 
board Realty, Inc., did not result in a non-taxable re¬ 
organization under Section 112 of the Internal Revenue 
Code, and that by reason of the receipt of the debenture 
bonds, taxpayer is taxable on account of a distribution 
of earnings in the amount of $72,309.46, the earned sur¬ 
plus reflected by the books of Seaboard Realty Company 
prior to the exchange of its assets for stock and de¬ 
bentures of Seaboard Realty, Inc., and is also taxable on 
account of a capital gain from the same transaction to 
the extent of $77,690.54, the excess of the face value of 
such debenture bonds of Seaboard Realty, Inc., over the 
amount of the said earned surplus of Seaboard Realty 
Company, and further, with respect to the holding that 
a dividend was received, the Commissioner erred in hold¬ 
ing that the amount of the dividend was $72,309.46, and 
in failing to hold that if there was, in fact and law, a 
taxable dividend, the extent thereof is the market value 
of the debentures, which is not in excess of 30 per cent 
of their face value ($150,000) or $45,000. (Jt. App. 
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39A-40A). An answer was filed by the Chief Counsel for 
the Bureau of Internal Revenue (Jt. App. 46A). 

After the argument of the case in this Court and 
before the case in the United States Tax Court was 
heard, a collateral agreement was signed by Smith which 
provided: “For the purpose of the settlement of my in¬ 
come tax liability for 1943, there is to be included as ordi¬ 
nary dividend income on account of the receipt of such 
bonds an amount of $60,000 representing the agreed 
value, as of the date of receipt of such bonds in the 
aggregate principal sum of $150,000. In consideration 
for the above-mentioned settlement on the aforesaid basis, 
the undersigned hereby agrees that for Federal income 
tax purposes, the basis of each of said aforesaid bonds 
in the face amount of $1,000 in the hands of the under¬ 
signed shall be $400. ” (Jt. App. 47A). 

A stipulation was signed by the attorney for Smith 
and the Chief Counsel for the Bureau of Internal Reve¬ 
nue wherein it was stipulated and agreed that there is a 
deficiency in the Federal income tax due from Smith for 
the taxable year 1943 in the amount of $43,543.90, and 
that the Tax Court may enter its decision accordingly, 
and effective upon the entry of the Tax Court’s decision, 
Smith waives the restrictions, if any, contained in the 
applicable sections of the Internal Revenue Code, and 
amendments thereto, on the assessment and collection of 
said deficiency, plus interest as provided by law. (Jt. 
App. 48A). 

There is attached to said stipulation an audit state¬ 
ment prepared by the Internal Revenue Bureau 
showing how the deficiency tax of $43,543.90 was deter¬ 
mined, said statement setting forth the debenture bonds 
included as dividends on a valuation of $60,000. (Jt. 
App. 48A, 52A). 
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The decision of the Tax Court was that there is a 
deficiency of income tax for the taxable year 1943 in the 
amount of $43,543.90. (Jt. App. 52A). 

The deficit of $43,543.90 was being paid under a sched¬ 
ule of payments, and nearly all of it is paid. (Jt. App. 
5A and 6A). 

STATEMENT OF POINTS ON REVIEW 

1. The Board of Tax Appeals erred in affirming part 
of the additional assessment of income tax against peti¬ 
tioner Seaboard Realty, Inc., for the calendar year 1943, 
and in failing to find all interest paid on indebtedness 
deductible. 

2. The Board of Tax Appeals erred in concluding as 
a matter of law that only 40 per cent of the interest on 
debentures paid by petitioner during 1943 and not all of 
said interest was deductible from its gross income under 
the provisions of Section 5(a) of the District of Columbia 
Revenue Act of 1939 (D. C. Code 1940, Title 47-1505(a). 

3. The Board of Tax Appeals erred in concluding as a 
matter of law that the debenture interest on the $150,000 
face value of bonds is deductible to the extent of 40 per 
cent thereof, and that 60 per cent thereof is not de¬ 
ductible, (rather than the entire 100 per cent of interest 
is deductible) by reason of the fact that Smith, the re¬ 
cipient of the bonds, was charged in his Federal Income 
Tax liability for 1943 as receiving ordinary dividend in¬ 
come of $60,000 (40 per cent of $150,000 face value of 
bonds), the agreed value of the bonds on the date of 
receipt. 


STATUTE INVOLVED 

Section 5(a) District of Columbia Revenue Act of 1939, 
53 Stat. 1089, ch. 367, Title II, #5 (D. C. Code 1940, 
Title 47-1505(a)(2)). 
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“Deductions from gross income. 

(a) Items of Deduction—In computing net income 
there shall be allowed as deductions: 

(2) Interest—All interest paid or accrued within the 
taxable year on indebtedness.” 

SUMMARY OF ARGUMENT 

Since the sole question for determination is the de¬ 
ductibility of the interest paid, petitioner’s argument di¬ 
rected to that question may be summarized as follows: 

(1) The debentures created, between the holders 
thereof and petitioner, the relationship of debtor and cred¬ 
itor, and the return upon the debentures is interest. 

(2) Since the debentures represent an indebtedness of 
petitioner and arose out of a taxable transaction, the 
interest paid thereon is deductible. 

(3) The value of the debentures does not determine 
the deductible portion of the interest paid on the face 
amount of the debentures. 

ARGUMENT 

L 

The Debentures Created, Between the Holders Thereof 
and Petitioner, the Relationship of Debtor and Cred¬ 
itor, and the Return Upon the Debentures Is Interest. 

In determining whether certificates issued by a corpo¬ 
rate taxpayer created an indebedntess or are capital 
stock and whether payments thereon are interest or divi¬ 
dends, the cases have developed criteria which are used 
as a basis for the determination. 
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In Seaboard Realty, Inc. vs. The District of Columbia, 
supra, Judge Prettyman stated, in respect to debenture 
bonds of the face value of $150,000 herein involved, as fol¬ 
lows: 

“The debentures had many, if not all, of the char¬ 
acteristics usually mentioned as descriptive of debt 
obligations. John Kelley Co. v. Commissioner of In¬ 
ternal Revenue, 326 U. S. 521, 90 L. Ed. 278, 66 S. Ct. 
299 (1946); Commissioner of Internal Revenue v. 
H. P. Hood & Sons, 141 F. 2d 467 (C. C. A. 1st 
1944); Commissioner of Internal Revenue v. Proctor 
Shop, 82 F. 2d 792 (C. C. A. 9th 1936); Commis¬ 
sioner of Internal Revenue v. O. P. P. Holding Corp., 
76 F. 2d 11 (C. C. A. 2d 1935). They were called * de¬ 
bentures had a fixed maturity date, and bore an un¬ 
qualified obligation to pay; the return upon them was 
not dependent upon earnings; in case of default the 
owner had the right to enforce the obligation; they 
were transferrable. The most important index contra 
was that the obligation was secondary to the rights 
of general creditors. So far as the obligation itself, 
and the documentary evidence thereof, i. e., the nego¬ 
tiable paper, are concerned, we would have no diffi¬ 
culty in finding it a bond and the return upon it in¬ 
terest.” 

n. 

\ 

Since the Debentures Represent an Indebtedness of Peti¬ 
tioner and Arose Out of a Taxable Transaction, the 
Interest Paid Thereon Is Deductible. 

In Seaboard Realty, Inc., vs. District of Columbia, (87 
U. S. App. D. C. 258), the Court said: 

“In the case at bar Smith et al. had a perfect right 
to change their relationship with the corporation 
from that of stockholders to that of bondholders, 
to change the nature of the obligation of the corpo-' 
ration from that of participation to that of debt. 
Moreover they clearly made the change so far as the 
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requirements and forms of the general law of corpo¬ 
rations are concerned. But the question is whether 
they did so in respect of the requirements of the in¬ 
come tax law. In the old corporation they had a 
stock interest of which, among other things, about 
$72,000 was earned surplus (i. e., accumulated profits) 
and about $78,000 was an increment in the value of 
assets. If a distribution had been made from those 
amounts, it would have been taxable to Smith et al. 
as dividend income. In the new corporation Smith 
et al. had a creditor interest (for general purposes) 
in an amount of $150,000, and (ignoring for the mo¬ 
ment the complicating factor of the precedent change 
in character), if any part of that amount had been 
distributed to them, it would not have been taxable, 
being a repayment of debt. But Smith et al. could 
not change (for income tax purposes) the taxable 
surplus of the corporation to a non-taxable debt with¬ 
out recognizing income taxability on the principal 
somewhere in the process. They could not change, 
for income tax purposes, their $150,000 stock in¬ 
terest, which was in the form of a surplus, into a 
$150,000 debt obligation, without paying an income* 
tax on the principal amount involved. Similarly 
they could not change the nature of the fruits of 
that principal without such payment.” 

“So, from the standpoint of Smith et al. as indi¬ 
viduals, the question is whether the reorganization 
transformed into interest that which had been divi¬ 
dends. And from the standpoint of the corporation 
the question is whether the reorganization changed 
non-deductible dividends into deductible interest.” 

“We are of the view that the change could not 
be effected for income tax purposes unless taxability 
of the principal to Smith et al. was recognized some¬ 
where in the course of the transactions. On the other 
hand, if the transaction had all the incidents which, 
from an income tax viewpoint, would complete the 
transition from risk investment to debt obligation, 
Smith et al. might be entitled to whatever benefits 
would accrue from such a transition. If Smith et 
al. paid an income tax on the principal of their ac¬ 
cumulated surplus, as though it had been distributed 
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to them, their right to lend that principal is unim¬ 
peded by tax consideration." 

• • • • 

“We have no doubt that the decision on interest 
vel non in respect to federal taxes will depend in 
large measure npon whether the reorganization is 
held to be a taxable transaction or not And so the 
inquiry in the matter before us leads rather directly 
to the federal question of the taxability resulting to 
Smith et al. upon the reorganization, or exchange of 
securities, under the Internal Revenue Code. That, 
of course is a question for federal authorities, and 
we think that the proper treatment for local tax pur¬ 
poses of questions which are related to questions 
under the federal statutes, is, in the first instance, 
a matter for the consideration of the local taxing 
authorities. In other words we think that the Dis¬ 
trict Board of Tax Appeals should ascertain what 
the federal disposition of the basic question in this 
case was and then determine what effect should be 
• given that determination in the specific matter of 
local taxes. We shall, therefore, remand the case to 
the Board for its further consideration of the prob¬ 
lem in the light of the treatment properly to be 
given it under federal income tax law and the coordi¬ 
nation required by the local statute between that fed¬ 
eral treatment and the local treatment.” 

The taxability under the Federal Income Tax Law of 
this transaction has now been settled. 

The receipt of the $150,000 face value debenture bonds 
of the Seaboard Realty, Inc., by Smith, has been included 
as ordinary dividend income in Smith’s 1943 tax liability 
at a valuation of $60,000, the agreed value as of the date 
of receipt of such bonds. (Jt. App. 47A). This is in 
accordance with the provision of the Internal Revenue 
Code: 

“Section 115 (j) Valuation of Dividend. If the whole 
of any part of a dividend is paid to a shareholder 
in any medium other than money the property re- 
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ceived other than money shall be included in gross 
income at its fair market value at the time as of 
which it becomes income to the shareholder ’ ’. 

The inclusion of this $60,000 valnation for $150,000 bonds 
as ordinary income in Smith’s tax return for 1943 resulted 
in a deficiency in Smith's income tax of $43,543.90 (Jt. 
App. 48A and 52A). Almost all of this tax plus interest 
had been paid at the time of the hearing before the Board 
of Tax Appeals and the balance was being paid under a 
schedule. (Jt. App. 6A). 

Smith will be subject to further tax on the amount he 
receives in excess of $400 per bond, the agreed basis (1) 
if he sells (Sec. 111-113 Internal Revenue Code); (2) if 
he holds until the bond is paid or called for redemption 
(Sec. 117(f) Internal Revenue Code). 

The total amount of the interest paid on the indebted¬ 
ness has been allowed as a deduction to the corporation 
in its Federal Income Tax Returns (Jt. App. 4A, 5A, 
58 A). 

m. 

The Market Value of the Debentures at the Time of 
Issuance Does Not Determine the Deductible Portion 
of the Interest Paid by the Issuer On the Face 
Amount of the Bonds. 

The Board of Tax Appeals in its Memorandum (Jt. 
App. 59A, 61A), expressed the view that Smith’s federal 
tax liability was disposed of by a compromise settle¬ 
ment. The fact is that before trial in the Tax Court, the 
Commissioner of Internal Revenue changed his position 
from that set forth in his letter of September 28, 1948, 
to his original position set forth in his letter of June 
23, 1945, that the distribution of the said debentures 
was a dividend to Smith taxable as ordinary income. In 
the light of the decision in Bazley vs. Commissioner of 
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Internal Revenue , 331 U. S. 737, 91 L. Ed- 1782, decided 
June 16, 1947, Smith conceded the exchange of the securi¬ 
ties of the old corporation for those of the new corpo¬ 
ration was not a reorganization within the provision of 
the Income Tax Law that no gain shall be recognized 
upon an exchange of securities in pursuance of a plan 
of reorganization, and that the receipt of the debentures 
by him was dividend income taxable at the fair market 
value of the debentures at the time of receipt. The mar¬ 
ket value of the bonds at the time of receipt by Smith 
is what was settled by agreement 

The Board of Tax Appeals stated in its Memorandum 
(Jt. App. 59A, 61 A) that the debentures are bonds, and 
Smith paid an income tax on the $60,000 agreed value of 
the bonds, to-wit 40 per cent of the face value. The 
Board reasoned that this was a formula and should be 
used in determining the extent to which the interest is 
deductible, when it said: “The application of this 
formula results in the conclusion that the debenture in¬ 
terest is deductible to the extent of 40 per cent thereof 
and that 60 per cent thereof is not deductible.” (Jt. 
App. 61 A). 

The Commissioner of Internal Revenue has charged 
Smith, the recipient of said debenture bonds, with the 
value of the bonds at the time of receipt, namely $60,000, 
as ordinary income. In the Federal Tax Returns of the 
Seaboard Realty, Inc., it has claimed the entire amount of 
interest paid on said bonds, to-wit $7,500 per annum, and 
its returns for 1946 and 1948 have been audited by the 
Bureau of Internal Revenue (Jt. App. 58A). The Board 
of Tax Appeals reasoned in reaching its decision that 
the bonds to Smith were a dividend, but in view of the 
fact that the bonds were, in the opinion of the Com¬ 
missioner of Internal Revenue, worth but $400 per bond 
for a total of $60,000, then a deduction for interest paid 
on the face amount of the bonds should be limited to 
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40 per cent of said interest. In limiting the deduction of 
the interest to 40 per cent on the theory that the bonds 
were valued at but 40 per cent of the face value, the 
Board of Tax Appeals must be of the impression that 
the 40 per cent of the face value of the bonds is the only 
tax liability that can ever be incurred by Smith, forget¬ 
ting that further tax liability will be incurred in the 
event the bonds are sold, paid, or redeemed for an 
amount in excess of $400 per bond. 

Should the decision of the Board of Tax Appeals be 
sustained, thereby approving the formula of said Board 
that debenture interest is deductible only to the extent 
of the value of the debenture at the time of issuance 
bears to the face value of the debenture, then a corpo¬ 
ration issuing and selling bonds below par, to-wit at 
$90.00 for a face value bond of $100.00, would be allowed 
a deduction on but 90 per cent of the interest paid on 
said obligations, and a corporation issuing and selling its 
bonds above par, to-wit at $104.00 per bond with a face 
value of $100.00, would be allowed as a deduction 104 per 
cent of the amount of interest actually paid on said in¬ 
debtedness. Interest on bonds or other evidence of in¬ 
debtedness is paid on the face value of the instrument 
and not on the market value or issued price. 

This Court in Seaboard vs. District of Columbia , supra , 
states: 

‘‘So far as the obligation itself and the documentary 
evidence thereof, i. e., the negotiable paper, are con¬ 
cerned, we have no difficulty in finding it a bond and 
the return upon it interest. But another considera¬ 
tion gives us pause.” 

This other consideration was whether the reorganiza¬ 
tion is held to be a taxable transaction or not, for this 
Court said: 

“If it were held in the present case that these dis¬ 
tributions are interest, and if it were at the same 
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time held in respect to Federal income taxation that 
they are not interest, a most confusing conflict would 
occur . . . And so the inquiry in the matter before 
us leads rather directly to the Federal question of 
the taxability resulting to Smith et aL upon the re¬ 
organization, or exchange of securities under the 
Federal Revenue Code.” 

As hereinbefore set forth all questions of taxability 
under the Federal law have been resolved. The total 
interest paid by the corporation on its bonds has been 
allowed as a deduction to the corporation. 

If the opinion of the Board of Tax Appeals is sus¬ 
tained, it would lead to a most confusing conflict, which 
is what this Court wished to avoid, in that the Seaboard 
Realty, Inc., is permitted a deduction under the Federal 
Income Tax Law of the total amount of the interest paid 
but under the District Income Tax Law but 40 per cent 
of the interest paid. 


CONCLUSION 

Title 47-1505(a) (2), D. C. Code 1940 provides in com¬ 
puting net income that there shall be allowed as de¬ 
ductions all interest paid or accrued within the taxable 
year on indebtedness. The conclusoin reached by the 
Board of Tax Appeals is not in accordance with the law 
aird should be reversed. 

Respectfully submitted, 

Frederick Stohlmah - 
Geoege H. Beuchebt, Jb. 

Attorneys for Seaboard 
Realty, Inc. 
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Filed Nov 30 1950 

Board of Tax Appeals for The District of Colombia 


BOARD OF TAX APPEALS FOR THE DISTRICT 

OF COLUMBIA 


Seaboaed Realty, Ixc., 


v. 


Petitioner , 


District of Columbia, 

Respondent. 


Docket No. 1109 


Order on Mandate of the United States Court of Appeals 
for the District of Columbia Circuit 

Upon consideration of the mandate of the United States 
Court of Appeals for the District of Columbia Circuit 
issued on November 14, 1950, and filed herein on Novem¬ 
ber 16, 1950, it is, by the Board, this 30th day of No¬ 
vember, 1950 

ADJUDGED AND DETERMINED: 

1. That the decision of this Board herein made on 
November 9, 1948, be, and it is hereby, vacated and set 
aside, and that further proceedings be had herein not 
inconsistent with the opinion of the United States Court 
of Appeals for the District of Columbia Circuit, made 
on review of said decision, on July 24, 1950. 

Lawrence Koenigsberger, 
Lawrence Koenigsberger, 
Member Sole, 

Board of Tax Appeals for 
the District of Columbia 
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Proceedings 


THE BOAED: In order to allow me to proceed, I 
think I ought to set aside the decision which I made last 
November a year ago, two years ago. 

• • • • 

THE BOABD: Now, the matter is now in the situa¬ 
tion of certain testimony having been taken and certain 
bindings of fact made. Under the order of the Court 
of Appeals, the case is now open for further testimony, 
following which will be a decision. 

• • • • 

16 Ernest L. Smith 

was called as a witness by and on behalf of the peti¬ 
tioner, and after having been duly sworn was examined 
and testified as follows: 

Direct Examination 

BY MB. CASSIDY: 

Q Mr. Smith, your name is Ernest L. Smith? A 
Yes. 

17 Q And you are what officer of Seaboard Bealty? 
A Secretary-treasurer. 

Q Can you tell us, Mr. Smith, in what year Seaboard 
Bealty, Inc., transferred to you— 

THE BOABD: No, I am clear about that. Wait a 
minute; which is the Seaboard Bealty Company? 

MB. CASSIDY: This is the new company transfer¬ 
ring to him. 

THE BOABD: All right- 
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BY MR CASSIDY: 

Q Transferred to you and your designees of the 
$150,000 face value debentures—the old corporation— 
the year in ■which the old corporation, Seaboard Realty 
Company, transferred to you and your designees the 
$150,000 worth of debentures'? A The last day of 1942. 

Q Can you tell us when the actual dissolution of 
Seaboard Realty Company took place? A Early in 1943. 

THE BOARD: Why do you look at me? 

MR. CASSIDY: I wonder if that satisfied your in¬ 
quiry. 

BY MR. CASSIDY: 

Q Mr. Smith, do you know of your own knowledge 
whether the Federal Government has since the date of 
the receipt by you of the $150,000 face value debentures 
issued by Seaboard Realty, Inc., allowed as a deduction 
in the Federal income tax filed annually of Seaboard 
Realty, Inc., the deduction of interest paid to you and 
your designees as debenture holders? 

18 MR. WALKER: I will object to that, if the 
Board please. That is since the date. That in¬ 
cludes it right up to now. Of course, the statute for 
making the deficiency has not expired. 

THE BOARD: Well, I think the question is: Do 
you know? 

THE WITNESS: All the interest has been— 

THE BOARD: Do you know? Yes or no. 

THE WITNESS: Yes. 

BY MR. CASSIDY: 

Q Has that deduction been allowed to Seaboard Realty, 
Inc., each year since the date of the issuance of those? 

THE BOARD: Please take the years up separately. 

MR. CASSIDY: All right. 

BY MR. CASSIDY: 

Q Was it allowed in the Federal income tax re turn 
filed by Seaboard Realty, Inc., in the year 1943? A 
Yes. 
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Q For the year 1943? A 1943. 

Q Was it allowed in the return filed for the year 
1944? A Yes. 

MR. WALKER: I object. 

THE BOARD: Overruled. 

BY MR. CASSIDY: 

Q Was it allowed in the return filed for the 

19 year 1945? A Yes. 

MR. WALKER: I object. 

THE BOARD: Overruled. 

BY MR. CASSIDY: 

Q Was it allowed in the return filed for the year 
1946? A Yes. 

MR. WALKER: I object. 

THE BOARD: Overruled. 

BY MR. CASSIDY: 

Q Was it allowed in the return filed for the year 

1947? A Yes. 

MR. WALKER: I object. 

THE BOARD: Overruled. 

BY MR. CASSIDY: 

Q Was it allowed in the return filed for the year 

1948? A Yes. 

MR. WALKER: I object. 

THE BOARD: Overruled. 

BY MR. CASSIDY: 

Q Was it allowed in the return filed for the year 

1949? A Yes. 

MR. WALKER: I object. 

THE BOARD: Overruled. 

BY MR. CASSIDY: 

Q Has a return yet been filed for the year 

20 1950? A Not yet. 

Q Mr. Smith, in a decision entered by the Tax 
Court of the United States in the case of Smith, peti¬ 
tioner, v. Commissioner, Docket No. 21298, being Ex¬ 
hibit 7 introduced by the petitioner in this hearing, in 
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which there is a deficiency in income tax for the tax¬ 
able year 1943 in the amount of $43,543.93, has that in¬ 
come tax been paid? A Yes. 

I will amend that statement. Most all of it has been 
paid. 

Q Is it being paid under— A Yes, it is being paid 
under a schedule, and nearly all of it is paid. 

Q No appeal has been taken by you from that de¬ 
cision? A No. 

MB. CASSIDY: I think that is the petitioner’s case. 

Cross Examination 
BY ME. WALKER: 

Q Mr. Smith, where did you live in 1942? A 6735 
Pomander Lane, Chevy Chase, Maryland. 

Q And in 1943? A 6735 Pomander Lane, Chevy 
Chase, Maryland. 

Q Did you live at that same address for subsequent 
years to 1943? A Yes. 

Q You filed no District of Columbia individual 
21 income tax returns? A No. 

Q For any years? A No. 

MR. WALKER: No further questions. 

THE BOARD: Now, you say the Federal Govern¬ 
ment has allowed this interest for the years 1943 to 
1945, inclusive. 

THE WITNESS: Yes. 

THE BOARD: On what do you base that statement? 

THE WITNESS: I, as secretary-treasurer of the cor¬ 
poration, have personal knowledge of the company’s af¬ 
fairs. 

THE BOARD: I did not ask you how you knew. 
What basis have you for making the statement that the 
Federal Government has allowed it? 

THE WITNESS: I personally signed the income tax 
returns. 




T H Hi BOARD: And on that income tax retain, was 
that claimed as a deduction? 

THE WITNESS: Yes. 

THE BOARD: And has the Treasury ever audited 
that return, that you know of? 

THE WITNESS: Many years of that company have 
been audited. 

THE BOARD: Have any of the years 1945 to 1949 
been audited? 

THE WITNESS: Yes. 

• • • • 

28 Pet’s Ex. No. 3 

Received in Evidence 

TREASURY DEPARTMENT 
Internal Revenue Service 
Baltimore -2, Maryland, 

23 June 1945 
(SEAL) 

Office of 

Internal Revenue Agent in Charge 
Baltimore Division 

Mr. Ernest L. Smith, 

6735 Pomander Lane, 

Chevy Chase, Maryland. 

Dear Mr. Smith: 

I enclose a copy of the report of the examination of 
your income-tax returns for the years shown below. After 
consideration by this office the following adjustment of 
your tax liability appears to be warranted, for the rea¬ 
sons stated in the report: 






1943—Deficiency in income tax—$120,361.07 

If yon agree to this adjustment, the enclosed form 
of waiver should be executed and forwarded to this 
office promptly, in order to permit the early assessment 
of the additional tax and to stop the accumulation of 
interest. Such interest will cease 30 days after the re¬ 
ceipt of the executed form, or upon the payment of the 
additional tax to the collector, whichever occurs first 

If you desire to make immediate payment of the addi¬ 
tional tax without awaiting assessment, you should for¬ 
ward your remittance to the Collector of Internal Rev¬ 
enue at Baltimore, Maryland, enclosing this letter, or a 
copy thereof. Interest on the additional tax should be 
included in yonr remittance, computed at the rate of 6 
percent per annum from the due date of the first install¬ 
ment of the date of payment. 

If you do not agree to the proposed adjustment, you 
may file a protest, executed in triplicate under oath, with 
this office, within 30 days from the date of this letter, 
stating the grounds for your exceptions. Any protest 
so filed will have careful consideration, and, if you so 
request, an opportunity for a hearing in this office will 
be granted you prior to final determination of any defi¬ 
ciency against you. This letter is not a final notice of 
deficiency, and this office will be pleased to answer any 
questions which may occur to you in your eexamination 
of the enclosed copy of the report. 

Should you fail to pay the additional tax to the col¬ 
lector of internal revenue or to file with this office within 
the 30-day period mentioned either a waiver on the en¬ 
closed form or a written protest, final determination of 
your tax liability will be made and a notice of deficiency 
will be sent you in accordance with the provisions of law 
applicable to the assessment and collection of income- 
and profits-tax deficiencies. 












Your prompt acknowledgment. of the receipt of this 
letter and' related papers upon the enclosed form will be 
much appreciated. 

Respectfully, 

/s/ J. C. Wilmer, 

Internal Revenue Agent in Charge. 

Enclosures: 

Report of examination. 

Form of waiver. 

Form of acknowledgment. 

HCMcD 


29 In re: Ernest L. Smith 

Form 870 

Treasury Department 
Internal Revenue Service 
(Revised June 1941) 

MARYLAND 
(Date Received) 

Waiver of Restrictions on Assessment and 
Collection of Deficiency in Tax 

-23 

Pursuant to the provisions of section 272 (d) of the 
Internal Revenue Code, and/or the corresponding pro¬ 
visions of prior internal revenue laws, the restrictions 
provided in section 272 (a) of the Internal Revenue 
Code, and/or the corresponding provisions of prior in¬ 
ternal revenue laws, are hereby waived and consent is 
given to the assessment and collection of the following 
deficiency or deficiencies in tax: 
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taxable year ended 12-31-43 income tax in the 

snm of $120,361.07 

taxable year ended_income tax in the 

snm of $- 

taxable year ended.._.income tax in the 

snm of $--— 

taxable year ended-(declared value) 

excess-profits tax in the snm of $-...— 

taxable year ended_excess profits tax 

in the snm of $_ 

taxable year ended_ in the snm of $- 

amounting to the total snm of- $120,361.07 

together with interest therecD as provided by law. 


(Taxpayer) 

(Taxpayer) 


(Address) 

By_ 

Date_ 

Note.—The execution and filing of this waiver at the 
address shown in the accompanying letter will expedite 
the adjustment of your tax liability as indicated above. 
It is not, however, a final dosing agreement under sec¬ 
tion 3760 of the Internal. Revenue Code, and does not, 
therefore, preclude the assertion of a further deficiency 
in the manner provided by law should it subsequently be 
determined that additional tax is due, nor does it extend 
the statutory period of limitation for refund, assessment, 
or collection of the tax. 
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40 Date of Report: May 9, 1945 

IN RE: ERNEST L. SMITH 

6735 Pomander Lane 
Chevy Chase, Maryland 

Statement of Toted Tax Liability 

Adjustments Proposed in This Report 
Tax Deficiency 

Year Income Tax 

1943 $120,361.07 

Preliminary Statement 

Examining Officer: Ralph A. Freeman 

Index : 

Schedules 1-4, 

The deficiency for the taxable year ended December 
31, 1943, results from the inclusion of a taxable dividend 
in accordance with Alice H. Bazley and J. Robert Bazley, 
v. Commissioner of Internal Revenue 4 T. C. No. 108. 

The taxpayer was in a married status claiming credit 
for three statutory dependents during the entire period 
of examination. 

Findings were explained to the taxpayer and his legal 
advisor the latter agreeing thereto, but desired to await 
further results of basic case, before proceeding with the 
taxpayer’s case. 

• • • • 
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41 Ernest L. Smith Year Ended: Dec. 31, 1942 

SCHEDULE 1 
Adjustments to Net Income 

Net income as disclosed by return $ 30,869.52 

As corrected 180,869.52 

Net adjustment as computed below $150,000.00 

Unallowable deductions and additional income: 

(a) Dividends $150,000.00 

Total $150,000.00 


Net adjustment as above 

• • • 


$150,000.00 


SCHEDULE 1-A 
Explanation of Items Changed 

(a) Dividends increased—$150,000.00 

The taxpayer was the controling stockholder, owning 
998 shares of common stock of Seaboard Realty Co., a 
corporation organized in Delaware with a capitalization 
of $1,000.00 represented by 1,000 shares of no-par com¬ 
mon stock. This corporation was organized on February 
21, 1930, owned and operated rental property known as 
7611 and 7701 Georgia Ave., N. W., Washington, D. C. 

From date of creation to December 31, 1942, (date of 
exchange of above stock for 998 shares of no par com¬ 
mon stock and $150,000.00 Debenture, Bearer, 5%—30 
year bonds, each bond for $1,000.00 of Seaboard Realty, 
Inc. successor owner operator of same property), an 
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earned and undivided surplus had been accumulated in 
the amount of $72,309.46. So on December 31, 1942, the 
following transactions simultaneously occurred. (1) The 
successor corporation known as Seaboard Realty, Inc. 
organized in Delaware in 1942 exchanged 1,000 shares of 
its no-par common stock costing $1,000.00 and $150,000.00. 
Debenture, Bearer 5%—30 year Bonds costing zero at 
this point, for all assets and assumption of all liabilities 
of Seaboard Realty Co. (2) The Seaboard Realty Co. 
(old corporation) exchanged its newly acquired 1,000 
shares of common stock and 150 bonds of Seaboard 
Realty, incorporated, for 1,000 shares of its own stock 
outstanding, share for share alike with exception of the 
taxpayer, controlling stockholder holding 998 shares, who 
also received $150,000.00 in bonds. In accordance with 
Alice H. Bazlev and J. Robert Bazley, Petitioners and 
Co mmi ssioner 4 T. C. No. 108 Dockets Nos. 1520 
42 and 1521, Promulgated February 28, 1945, the dis¬ 
tribution to the petitioners of debenture bonds along 
with new common stock upon the surrender and redemp¬ 
tion of old common stock of corporation of which peti¬ 
tioners were virtually sole stockholders, held, not a re¬ 
organization resulting in a tax free exchange under Seo 
tion 112, since lacking a true business purpose, but es¬ 
sentially equivalent to a taxable dividend under Section 
115(g) Gregory v. Helvering, 293 U. S. 465 followed. 

Balance sheets immediately before and after exchange 
of property for new stock and debenture bonds, and old 
stock for new stock and debenture bonds. 
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(Old) Seaboard Realty Co. (12/31/42) 


Cash 

$ 2,411.66 

Buildings $284,672.74 

Less: Depreciation 89,866.53 

194,806.44 

Land 

Excess Market value of assets 

29,941.05 


$227,159.15 

Liabilities <6 Capital 


Accounts payable 

$ 4,349.69 

Mortgage 

149,500.00 

Common stock 

Debenture Bearer Bonds 

1,000.00 

Surplus 

72,309.46 

$227,159.15 


(New) Seaboard Realty, Inc. (12/31/42) 


Cash 

Buildings 

Less: Depreciation 

Land 

Excess Market value of assets 

$284,672.74 

89,866.53 

$ 2,411.66 

194,806.44 

29,941.05 

77,690.54 

$304,849.69 

Liabilities & Capital 


Accounts payable 

Mortgage 

Common stock 

Debenture Bearer Bonds 
Surplus 


$ 4,349.69 
149,500.00 
1,000.00 
150,000.00 


$304,849.69 
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It will be noted that Balance Sheets are, as at 12/31/42, 
which is correct, since this day was the date of physical 
transfer to comply with resolutions adopted on 12/30/42. 

The new corporation. Seaboard Realty, Inc. was created 
for the purpose of decreasing invested capital according 
to the taxpayer, but it appears since this corporation 
was created well in advance vi 2 February 1945 that the 
plan of reorganization was merely for the purpose of 
creating a further investment of the taxpayer, as 
evidenced by 5% interest payments made to him on 
Debenture bearer bonds, and writing up assets. As 
noted on Balance Sheet of Seaboard Realty, Inc. 
43 an amount $77,690.54 represents a write up of 
those assets over book value, which represents de¬ 
preciated cost. Such write up increases the book value 
or basis to $302,438.03 not inflated; as two appraisals 
were received by the taxpayer, each amounted to $350,- 
000.00. The names of the appraisers were not disclosed, 
but were considered as expert by the taxpayer. 

At this point the surplus of $72,309.46 appears ob¬ 
scured on the new corporation’s books, however, if this 
amount $72,309.46 is added to Excess Market value $77,- 
690.54 a total of $150,000.00 is arrived at, which is the 
true value in back of Debenture bonds. 

These bonds are payable to the bearer (taxpayer) in 

multiples of 5, the value of which is $5,000.00 beginning 
of December 31, 1943 and on December 31st of each suc¬ 
ceeding year until maturity December 31, 1972. Bonds 
were not redeemed on December 31, 1943 and 1944, how¬ 
ever, interest of 5% on $150,000.00 was paid to the tax¬ 
payer in 1943 and 1944 and deducted on the corporation’s 
return in the amount of $7,500.00. 

It would appear that no true business purpose is in¬ 
volved in this reorganization and the Debenture bonds of 
$150,000.00 should be taxable as an ordinary dividend 
under Sec. 115(g). 
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• . • • « . 

SCHEDULE 1-B 

Explanation of Items Unchanged 

6. Net rents were correctly reported $905.20. Depre¬ 
ciation reported was found to be reasonable. 

8a. Capital loss allowed—$1,000.00. 

City and Suburban Mortgage Co. 

927 - 15th St. N. W., Washington, D. C. 

The taxpayer’s records disclosed that he was the holder 
of the following stock: 

Bought 8/28/28 Ctf.— 92 60 shares Comm. 

Bought 2/27/29 Ctf.—100 100 shares Comm. 

Bought 10/26/31 Ctf.—102 440 shares Comm. 

Total 600 shares Comm. 

44 The par value of this stock was $25.00 

per share 600 x 25.00— $15,000.00 

The total outstanding shares of this cor¬ 
poration numbers 3,850. This corporation 
holds equities in properties in the District of 
Columbia and Maryland and has operated at 
a loss for a period of years. 

In 1942 Mr. J. Henry Oehmann purchased 
600 shares, entire holdings of the taxpayer for 
a sum of $65.50 and later in 1944 liquidated the 
corporation. The sale appears to be bona-fide 
and the basis accepted since the taxpayer was 
a minority stockholder. 

Selling price 65.50 


Loss subject to 117 

Long term capital loss allowed 


$14,934.50 
$ 7,467.25 
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Sale of Beal Estate in 1931 reported as installment 
sale. 

The taxpayer sold the land on which premises known 
as 7611 and 7701 Georgia Ave. N. W. were built by Sea¬ 
board Bealty Co., and took a second mortgage for $28,- 
350.00, the final payment on which was made by that 
corporation in 1942 in the amount of $1,854.89, .79557% 
of which is taxable, subject to Sec. 117 or 50% of $1475.69 
—$737.85. Long term capital gain reported $737.85. 

Park Properties, Inc. 

This corporation was organized as of March 21, 1940 
with Paid in Capital stock of $3,000.00 and paid in sur¬ 
plus of $17,250.00. The latter amount was used to buy 
leaseholds. Upon dissolution 4/30/42, the taxpayer re¬ 


ceived $6,234.73 

for stock costing 2,750.00 


Capital gain subject to Sec. 117 $3,484.93 

Capital gain recognized $1,742.47 

45 Summary 

Capital loss City & Suburban 
Mortgage Co. $(7,467.25) 

Capital gain real estate $ 737.85 

Capital gain Park Properties Inc. 1,742.47 

Total capital gain 2,480.32 


Net long term capital loss recognized $(4,986.93) 

Net capital loss allowed 1,000.00 


Capital loss carry over to 1943 


$(3,986.93) 
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SCHEDULE 2 
Computation of Tax 


Net income, from schedule 1 $180,869.52 

Less: Personal exemption $1,200.00 

Credit for dependents $1,050.00 2,250.00 

Snrtax net income $178,619.52 

Less: Earned income credit 10% of $9,250.00 925.00 

Balance subject to normal tax $177,694.52 

Normal tax at 6 percent $ 10,661.67 

Snrtax 121,821.81 


Total tax 

Correct income tax liability 

• • • • 

46 SCHEDULE 3 

Adjustments to Net Income 

Income Tax Victory Tax 
Net Income Net Income 
Net income as disclosed by return $26,301.57 $30,129.43 

As corrected 26,301.57 30,129.43 

Net adjustment as computed below None None 

Net adjustment as above None None 


$132,483.48 

$132,483.48 
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SCHEDULE 3-A 

Explanation of Items Unchanged 
6a. Net capital loss allowed— $1,000.00 
Marley Manor, Inc. 

This corporation was organized April 18, 1941, with 
Capital stock paid in of $5,000.00 represented by 5,000 
shares of no par common stock, ^ owned by the tax¬ 
payer. Its purpose was to bnild and sell cheap frame 
houses. Upon sale of all houses in the taxable year the 
corporation liquidated as of 4/30/43 and the excess as¬ 
sets over liabilities amounted to $7,510.82 in cash, % dis¬ 
tributed to the taxpayer as a final liquidating dividend 


in the amount of 

$3,755.41 $3,755.41 

Cost 2,500.00 

Capital gain subject to Sec. 117 $1,255.41 

Capital gain recognized $ 627.70 

Capital loss carry over from 1942 (3,986.93) 

Capital loss remaining ($3,359.23) 

Capital loss allowed 1943 1,000.00 

Capital loss carry-over to 1944 $2,359.23 


Records were scrutinized of the above corporation and 
compared to taxpayer’s retained copy of return and found 
correct. 

47 7. Net rents were correctly reported on proper¬ 

ties jointly held with brother Eugene A. Smith. 
Depreciation rates were reasonable.—$724.61 

9. Fiduciary income from Trust of E. L. Schmidt, 
(father), was verified from retained copy in the hands 
of the taxpayer’s accountant and found correct.—$10,- 
096.82. 
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SCHEDULE 4 

Computation of Income and Victory Tax 

L Income tax net income, from schedule 3 $26,301.57 

2. Less: Personal exemption $1,200.00 

Credit for dependents 1,050.00 2,250.00 

3. Surtax net income $ 24,051.57 

4. Less: Earned income credit 925.00 

5. Balance subject to normal tax $ 23,126.57 

6. Normal tax at 6 percent $ 1,387.59 

7. Surtax on item 3 8,006.82 

8. Total income tax (item 6 plus item 7) 

10. Balance of Income Tax 

11. Victory tax net income $30,129.43 

12. Less: Specific exemption 624.00 

13. Income subject to victory tax $29,505.43 

14. Victory tax before credit 

(5% of line 13) $ 1,475.27 

15. Less: Victory tax credit 46% 678.62 

16. Net victory tax 796.65 

17. Net income tax and victory tax 

18. Income tax for 1942 

19. Amount of item 17 or 18 

whichever is larger 


$ 10,191.06 
$132,483.48 

$132,483.48 

fwd 


$ 9,394.41 
$ 9,394.41 
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48 Computation of Income and Victory Tax 

19. Total forwarded $132,483.48 

20. Forgiveness feature (not to be used 

if either item 17 or 18 is $50. or less): 

(a) Amount of item 17 or 18 

whichever is smaller $10,191.06 

(b) Amount forgiven ($50 

or three-fourths of (a) 
whichever is larger) 7,643.29 


(c) Amount unforgiven 


2,547.77 


21. Total income and victory tax liability $135,031.25 

22. Income and victory tax liability 

disclosed by return 14,670.18 


23. Deficiency in income and victory tax $120,361.07 


67 TREASURY DEPARTMENT 

Bureau of Internal Revenue 

Protest 

In the Matter of ) 

Ernest L. Smith ) 

To the Commissioner of Internal Revenue: 

The above-named taxpayer, an individual residing at 
6735 Pomander Lane, Chevy Chase, Maryland, is in re¬ 
ceipt of a letter dated 23rd day of June, 1945, advising 
him of a proposed deficiency in income tax for the year 
1943 in the sum of $120,361.07. 

The letter states that this taxpayer is granted thirty 
days from the date thereof within which to present a 
written protest. This time was extended to August 23, 
1945. 
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Accordingly, such protest is hereby made against such 
determination, which he understands was made by the 
Internal Revenue Agent in Charge, Baltimore Division 
of the Internal Revenue Service. 

Statement of Facts 

During the year 1942 and prior thereto, the Seaboard 
Realty Company, a corporation organized under the laws 
of the State of Delaware, had authorized and outstanding 
one thousand (1,000) shares of common stock, all of 
which, with the exception of two qualifying shares, were 
owned by the taxpayer. The Seaboard Realty Company 
owned premises 7611 and 7701 Georgia Avenue, N. W., 
Washington, D. C., improved by two separate apartment 
houses. At the time the buildings were erected by it, 
they were subject to an aggregate first trust of $240,- 
000.00 and a secondary obligation of $28,350.00. In 1942, 
the secondary obligation was paid off, and the first trust, 
maturing in 1948, had been reduced to $149,500.00. The 
books of the company showed a surplus of $72,309.46, 
(which consisted solely of the equity in the buildings, the 
difference between the depreciated book value of the land 
and buildings over and above the first trust bal- 
68 ance). The company had on hand only $2,411.66, 
in cash and had accounts payable of $4,349.69. It 
was felt that the buildings had appreciated in value and 
were, in fact, worth more than the book value of $194,- 
806.44. The assets, consisting of the land and buildings, 
had an excess market value of at least $77,690.54. The 
company was liable on the notes secured by the first 
trust and the company had reached a position where its 
surplus would constantly increase, inasmuch as its re¬ 
quirement for curtailment of the first trust could be satis¬ 
fied by payment of approximately $5,000.00 per year. 

The taxpayer was advised by Tax Counsel that, if the 
financial position of the company continued to improve, 
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there would come a time in the near future when amounts 
not needed for company business, or for the curtailment 
of the first trust, arising out of earnings, would have to 
be paid to the sole stockholder, the taxpayer, in the form 
of dividends. Taxpayer was further advised that a non- 
taxable reorganization, under Section 112 of the Internal 
Revenue Code, would permit a newly formed corporation 
to pay some of its earnings out as interest, with corres¬ 
ponding reductions in Federal and District of Columbia 
income taxes, since such amounts would be deductible 
from gross income, whereas dividends would not be so 
deductible, and earnings of the new corporation would 
not be subject to the danger of seizure under execution 
on a deficiency judgment, in the event the first trust was 
not paid and the buildings sold at foreclosure, with a 
resulting deficiency, since the new corporation would not 
be liable on the notes secured by the first trust. 

On December 31, 1942, the statement of assets and lia¬ 
bilities of the Seaboard Realty Company was, as fol- 


lows: 


Cash 

$ 2,411.66 

Buildings $284,672.74 


Less: Depreciation 89,866.53 

194,806.44 

Land 

29,941.05 


$227,159.15 

Liabilities & Capital 


Accounts payable 

$ 4,349.69 

Mortgage 

149,500.00 

Common stock 

1,000.00 

Surplus 

72,309.46 


$227,159.15 
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Accordingly, the taxpayer caused to be formed, in De¬ 
cember, 1942, Seaboard Realty, Inc., a corporation organ¬ 
ized under the laws of the State of Delaware, with one 
thousand (1,000) shares of no par common stock. This 
corporation thereupon exchanged all of said shares of 
stock, and 150 of its unsecured debenture bonds, in the 
sum of One Thousand ($1,000) Dollars each, due De¬ 
cember 31, 1972, bearing interest at 5%, payable semi 
annually, for all of the assets of the Seaboard Realty 
Company, subject to all its liabilities. The said deben¬ 
tures provided, among other things, the following condi¬ 
tions: 

(a) That the company may redeemed any bond, on 
any interest date, by the payment of principal and in¬ 
terest to date accrued and a premium of 5% thereon, if 
all of such bonds be redeemed. 

(b) That the company may redeem five of its bonds, 
according to serial numbers, on the 31st of December, 
1943 and each year thereafter. 

(c) That, in case of default in payment of interest on 
five consecutive interest dates, the principal of all bonds 
shall become due and payable upon notice and de¬ 
mand. 

70 (d) That the bonds are secondary to the rights 

of general creditors of the company. 

The Seaboard Realty, Inc., statement of assets and 
liabilities, as of December 31, 1942 was, as follows: 

Cash $ 2,411.66 

Buildings $284,672.74 

Less: Depreciation 89,866.53 194,806.44 


29,941.05 

77,690.54 


Land 

Excess Market value of assets 


$304,849.69 
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Liabilities & Capital 


Acconnts payable $ 4,349.69 

Mortgage 149,500.00 

Common stock 1,000.00 

Debenture Bearer Bonds 150,000.00. 

Surplus - 


$304,849.69 


Immediately thereafter, Seaboard Realty Company ex¬ 
changed the one thousand shares of common stock and 
the 5% debenture bonds, with a face value of $150,000.00 
of Seaboard Realty, Inc., to the taxpayer for all of its 
authorized and outstanding capital stock, and Seaboard 
Realty Company was then dissolved. Thereafter, Sea¬ 
board Realty, Inc., continued to carry on the business 
theretofore carried on by Seaboard Realty Company. 
Seaboard Realty, Inc., has annually paid interest on its 
debenture bonds, in the sum of $7,500.00. 

71 It is the position of the taxpayer that this trans¬ 
action, which was entirely in accord with the statu¬ 
tory provisions involved, was for clearly accepted busi¬ 
ness purposes; first, the payment of interest to its stock¬ 
holder for whose benefit the corporation was organized, 
with the resulting reductions in Federal and District of 
Columbia income taxes; secondly, the elimination of con¬ 
tingent liabilities, in the event of a foreclosure of the 
first trust with a resulting deficit, for the Seaboard 
Realty, Inc., was not obligated thereon; and thirdly, to 
place the new company in a better bargaining position 
to enable it to secure better terms, if necessary, when 
the first trust would become due in 1948. 

The examining officer for the Bureau has asssessed the 
proposed deficit of $120,361.07, based upon the proposi¬ 
tion that the reorganization, while carried out in accord- 
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ance with the statutory procedure involved, lacked a true 
business purpose and the transfer to the taxpayer of the 
$150,000.00 face value of debenture bonds was essentially 
equivalent to a taxable dividend under Section 115 (g) 
and relies upon the case of Gregory v. Helvering 293 
U. S. 465 and Alice H. Bazley amd J. Robert Bazley 4 
T. C. No. 108, Docket Nos. 1520 and 1521, Promulgated 
February 28, 1945. Taxpayer does not agree with the 
conclusions reached by the examining officer and respect¬ 
fully submits that the cases cited by him as forming the 
basis of this conclusion have no application to the facts 
of this case. Gregory v. Helvering must be interpreted 
as being limited to the particular facts of that case. 
Since the facts in that case clearly indicate that the 
corporate entity, which was created for the sole purpose 
of effecting a tax-free transfer of corporate assets to 
stockholders, and which was dissolved immediately after 
it had served its purpose, was a mere sham. That case 
cannot be considered as authority for any rule that a 
corporation may not re-arrange its capital structure in 
accordance with the statute in such a way as to secure 
for itself in the future whatever benefits it may be 
72 entitled to under existing tax laws and the elimi¬ 
nation of contingent legal liability. The transfer 
of the debenture bonds to the taxpayer cannot be consid¬ 
ered to be essentially equivalent to a taxable dividend 
under Section 115 (g). The regulations, Sec. 29.115-9, 
expressly provide that, if a distribution is made pursuant 
to a corporate resolution reciting that the distribution is 
made in liquidation of the corporation, and the corpora¬ 
tion, is completely liquidated and dissolved within one 
year after the distribution, the distribution will not be 
considered essentially equivalent to the distribution of a 
taxable dividend. Seaboard Realty Company, by resolu¬ 
tion, authorized the transfer of its assets to the tax¬ 
payer in return for all of its stock and authorized the 
subsequent dissolution of the company, which dissolution 
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was accomplished on April 15, 1943. Taxpayer, there¬ 
fore, respectfully submits that the exchange was not a 
distribution of earnings and profits, nor was it essentially 
equivalent to a taxable dividend under Section 115 (g), 
but was a tax-free exchange under Section 112. Awnis 
Furs, Inc., 2 T. C. No. 135, Docket No. 722 Promulgated 
November 20, 1943; Clarence J. Schoo 47 B. T. A. 459; 
Commissioner v. Capento Securities Corporation, 140 Fed. 
(2d) 382; Bas. v. Commissioner (C. C. A., 1st Cir.), 129 
Fed. (2d) 300. 

The taxpayer takes exception to the valuation placed 
upon the debenture bonds of the face value of $150,000.00. 
Certainly, these securities have no such value. Even if 
regarded as a taxable dividend or distribution, they are 
taxable only at their fair market value. When it is con¬ 
sidered that these securities have a maturity date thirty 
(30) years from the date of issue; are secondary to the 
rights of general creditors of the company, with no voice 
in the management of the company, with no relief in 
event of default in payment of interest until the expira¬ 
tion of two (2) years and six (6) months from the first 
default in the payment of interest, and are based upon 
the equity in the buildings encumbered with trusts of 
approximately $150,000.00, it is at once apparent that 
their fair market value is far less than their face 
value. 

73 Regardless of the manner in which the transac¬ 
tion is viewed, it is the purpose of the Internal 
Revenue laws to tax income received and it is the sub¬ 
stance of the transaction and not its form which is to be 
considered in determining whether taxable income has 
been received. The facts remain that the stockholder 
surrendered common stock having a value represented by 
the equity in the buildings, and received common stock 
and other securities representing the same equity in the 
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same buildings. Certainly, the taxpayer received no in¬ 
come within the meaning of the 16th Amendment to the 
Constitution and the distribution to him by the new cor¬ 
poration of its common stock and additional securities 
is non-taxable. 

Exception 1 

The taxpayer takes exception to the ruling that the 
reorganization was not for a business purpose, that the 
debentures were not issued for a business purpose, and 
that the debentures transferred to taxpayer are to be 
considered in the nature of a dividend and taxable as 
such to him. 

Exception II 

The taxpayer takes exception to the giving of a fair 
market value equal to the face value of the debentures 
transferred to taxpayer. 

Taxpayer requests an oral hearing. 

Respectfully submitted, 

/s/ Ernest L. Smith 
E. L. Smith 

74 DISTRICT OF COLUMBIA ) 

) SS 

CITY OF WASHINGTON ) 

E. L. SMITH, of full age, being duly sworn according 
to law, on oath says that the facts set forth in the fore¬ 
going Protest to the Commissioner of Internal Revenue 
are true to the best of deponent’s knowledge and belief. 

/s/ Ernest L. Smith 

Subscribed and sworn to before me this_ 

day of August, 1945. 


Notary Public 
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DISTRICT OF COLUMBIA ) 

) SS 

CITY OF WASHINGTON ) 

PREW SAVOY, of full age, being duly sworn accord¬ 
ing to law, on oath says that he prepared the foregoing 
Protest, and that the facts set forth therein are true to 
the best of deponent's knowledge and belief. 

/s/ Prey Savoy 

Subscribed and sworn to before me this- 

day of August, 1945. 


Notary Public 


32 Pet's Ex. No. 4 

received in evidence 

TREASURY DEPARTMENT 
Internal Revenue Service 
Baltimore 2, Maryland 

[SEAL] 

Office of 

Internal Revenue Agent in Charge 
Baltimore Division 
835 O’Sullivan Bldg. 

September 28, 1948 

Mr. Ernest L. Smith 
6735 Pomander Lane 
Chevy Chase, Maryland 

Dear Mr. Smith: 

You are advised that the determination of your income 
tax liability for the taxable year ended December 31, 
1943, discloses a deficiency of $71,754.35, as shown in the 
statement attached. 

In accordance with the provisions of existing internal 
revenue laws, notice is hereby given of the deficiency or 
deficiencies mentioned. 
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Within 90 days (not counting Saturday, Sunday, or a 
legal holiday in the District of Columbia as the 90th 
day) from the date of the mailing of this letter, you may 
file a petition with The Tax Court of the United States, 
at its principal address, Washington 25, D. C., for a re¬ 
determination of the deficiency or deficiencies. 

Should you not desire to file a petition, you are re¬ 
quested to execute the enclosed form and forward it to 
tie Internal Revenue Agent in Charge, O’Sullivan Bldg., 
10 Light St., Baltimore 2, Md., for the attention of 
SND—IT. The signing and filing of this form will ex¬ 
pedite the closing of your return(s) by permitting an 
early assessment of the deficiency or deficiencies, and 
will prevent the accumulation of interest, since the in¬ 
terest period terminates 30 days after filing the form, or 
on the date assessment is made, whichever is earlier. 

Very truly yours, 

Geo. J. Schoeneman, 

Commissioner, 

By /s/ J. C. Wilmer 
Internal Revenue Agent in Charge. 

Enclosures: 

Statement 

Form of waiver #870 
CHE :evb 
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33 Statement 

Mr. Ernest L. Smith 
6735 Pomander Lane 
Chevy Chase, Maryland 

Tax Liability for the Taxable Year Ended 
December 31, 1943 

Income Tax 

Deficiency 

1943 $71,754.35 

In making this determination of your income tax liabil¬ 
ity, careful consideration has been given to the report of 
examination dated May 9, 1945; to yonr protest dated 
August 20, 1945: and to the statements made at the con¬ 
ferences held on September 25, 1945, July 23, 1946 and 
January 19,1948. 

A copy of this letter and statement has been mailed 
to your representative, Mr. Prew Savoy, 1200-18th 
Street, N. W., Washington, D. C., in accordance with the 
authority contained in the power of attorney executed 
by you and on file with the Bureau of Internal Revenue. 


Taxable Year Ended December 31, 1942 
Adjustments to Net Income 


Net income as disclosed by return 

$30,869.52 

Unallowable deductions and additional 

1 

income: 

(a) Capital net gain 

$34,858.34 

(b) Dividends 

72,309.46 j 

Net income adjusted 

— - 

$138,037.32 1 


l 
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Explanation of Adjustments 

(a) and (b)—It is held that yon are taxable npon the 
receipt of debenture bonds of the Seaboard Realty Com¬ 
pany, Inc., as a distribution of earnings in the amount 
of $72,309.46, the amount of the earned surplus as re¬ 
flected by the books prior to the distribution. It is fur¬ 
ther held that you have realized a taxable gain upon the 
same transaction to the extent of $77,690.54, the excess 
of the face value of the said bonds over the amount of 
the aforesaid earned surplus. 


34 Debenture bonds of Seaboard Realty 


Co. Inc. 

$150,000.00 

Portion taxable as ordinary dividends to the 
extent of earned surplus (Item (b)) 

72,309.46 

Balance treated as capital gain 

$77,690.54 

50 percent taxable 

$38,845.27 

Capital loss, City and Suburban Mortgage 

Company 

($7,467.25) 

Capital gains: 

Real estate $737.85 

Park Properties, Inc. 1,742.47 

Seaboard Realty Company 38,845.27 

41,325.59 

Net long-term capital gain 

33,858.34 

Net loss claimed in return 

1,000.00 

Increase in income 

$34,858.34 
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Computation of Alternative Tax 


Net income 

$138,037.32 


Less: Net long-term capital gain 

33,858.34 


Ordinary net income 

Less: 

$104,178.98 


Personal exemption $1,200.00 
Credit for dependents 1,050.00 

2,250.00 


Surtax net income 

$101,928.98 


Less: Earned income credit 

925.00 


Balance subject to normal tax 
Normal tax, 6% of $101,003.98 

$101,003.98 

$6,060.24 

Surtax on $101,928.98 


60,663.89 

Partial tax 


$66,724.13 

Plus: 50% of $33,858.34 


16,929.17 

Alternative tax 


$83,653.30 

35 Computation of Income Tax 


Net income 

Less: 

$138,037.32 


Personal exemption $1,200.00 
Credit for dependents 1,050.00 

2,250.00 


Surtax net income 

$135,787.32 


Less: Earned income credit 

925.00 


Balance subject to normal tax 
Normal tax, 6% of $134,862.32 

$134,862.32 

$8,091.74 

Surtax on $135,787.32 


87,411.98 

Total tax 


$95,503.72 

Income tax liability 


$83,653.30 


Taxable Year Ended December 31, 1943 
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AdjustmemJts to Net Income 



Income 

Victory 

' ’ • 

Tax 

Tax 


Net 

Net 


Income 

Income 

Net income as disclosed by return 
Unallowable deductions and 

$26,301.57 

$30,129.43 

additional income: 



(a) Net long-term gain 

(b) Long-term loss previously 

627.70 


allowed as a carry over 
from 1942 

1,000.00 



Net income as adjusted $27,929.27 $30,129.43 

Explanation of Adjustments 

(a) Net long-term capital gain resulting from Marley 
Manor liquidating dividend applied against capital loss 
carry-over from 1942. The net loss has now been elimi¬ 
nated for 1942, therefore, your 1943 income is increased 
by the capital gain on this transaction. 

(b) The net loss carry-over from 1942 of $1,000.00 is 
added to your income for the reason that the net loss 
for 1942 was applied against capital gains of that year 
leaving nothing to be carried-over to 1943. 
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36 Computation of Alternative Tax 

Income tax net income $27,929.27 

Less: Net long-term capital gain 627.70 

Ordinary net income $27,301.57 

Less: 

Personal exemption $1,200.00 

Credit for dependents 1,050.00 2,250.00 


Surtax net income $25,051.57 

Less: Earned income credit 925.00 


Income subject to normal tax 
Normal tax, 6% of $24,126.57 
Surtax on $25,051.57 


$24,126.57 


$1,447.59 

8,526.82 


Partial tax 

Plus: 50% of $627.70 


$9,974.41 

313.85 


Alternative tax 


$10,288.26 
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Computation of Income Tax 


Income tax net income $27,929.27 

Less: 

Personal exemption $1,200.00 

Credit for dependents 1,050.00 2,250.00 

Snrtax net income $25,679.27 

Less: Earned income credit 925.00 

Income subject to normal tax $24,754.27 


Normal tax, 6% of $24,754.27 
Snrtax on $25,679.27 

Total income tax 
Alternative tax 
Income tax liability 


Victory tax net income $30,129.43 

Less: Specific exemption 624.00 

Balance subject to tax $29,515.43 

Victory tax, 5% of $29,515.43 $1,475.27 

Less: Victory tax credit 46% 678.62 

Net victory tax 


Total income and victory tax 
37 Income tax liability for 1942 

Tax for 1942 or 1943, whichever 
is larger 

Forgiveness feature: 

Tax for 1942 or 1943, whichever 

is smaller $11,084.91 

Forgiven, 3/4ths 8,313.68 

Unforgiven, l/4th 

Income and victory tax liability 
Income tax as disclosed by return, 

Account No. 353148 

Deficiency of income and victory tax 


$1,485.26 

8,853.22 

$10,338.48 
$10,288.26 
$10,288.26 


796,65 

$11,084.91 

$83,653.30 


2,771.23 

$86,424.53 

14,670.18 

$71,754.35 
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Baltimore Division 90-D 

District - Maryland 
Ernest L. Smith 
6735 Pomander Lane 
Chevy Chase, Maryland 

Form 870 
Treasury Department 
Internal Revenue Service 
(Revised June 1941) 

Waiver of Restrictions on Assessment 
and Collection of Deficiency in Tax 

Pursuant to the provisions of section 272 (d) of the 
Internal Revenue Code, and/or the corresponding pro¬ 
visions of prior internal revenue laws, the restrictions 
provided in section 272 (a) of the Internal Revenue Code, 
and/or the corresponding provisions of prior internal 
revenue laws, are hereby waived and consent is given to 
the assessment and collection of the following deficiency 
or deficiencies in tax: 

taxable year ended December 31, 1943 income tax in the 
sum of $71754.35 

taxable year ended _ income tax 

in the sum of $_ 

taxable year ended _income tax 

in the sum of $_ 

taxable year ended - (declared value) 

excess-profits tax in the sum of $_ 

taxable year ended - excess profits 

tax in the sum of $. 

taxable year ended.. 

in the sum of $_ 

amounting to the total sum of_$_ 

together with interest thereon as provided by law. 
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(Taxpayer) 

(Taxpayer) 

(Address) 
By - 


Date. 


Pet’s Ex. No. 8 
received in evidence 

IN THE TAX COURT OF THE UNITED STATES 


Ernest L. Smith, 


v. 


Petitioner, 


Commissioner of Internal Revenue, 

Respondent. 

Docket No. 21298 
57 Petition 

The above-named petitioner hereby petitions for a re- 
determination of the deficiency in Federal income tax for 
the year 1943 set forth by the Commissioner of Internal 
Revenue in his Notice of Deficiency dated September 28, 
1948, and as a basis for this proceeding alleges, as fol¬ 
lows :— 

(1) Petitioner is an individual residing at 6735 Po¬ 
mander Lane, Chevy Chase, Maryland. 

(2) Petitioner filed his Federal income tax return for 
the year 1943 on or about March 9, 1944, with the Col¬ 
lector of Internal Revenue for the District of Baltimore. 
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(3) The Notice of Deficiency, copy of which is at¬ 
tached and marked “Exhibit A”, was sent by registered 
mail to the petitioner on September 28, 1948. 

(4) The tax in controversy is a proposed deficiency 
of $71,754.35, for the year 1943, as the tax liability de¬ 
termined is greater than that determined for 1942, three- 
fourths of which was by law forgiven. (Exhibit A). 

(5) The determination of the tax in said Notice of 
Deficiency is based upon the following errors:— 

(a) The Commissioner erred in holding that upon 
the exchange of stock of Seaboard Realty Company 

58 for stock and debenture bonds of Seaboard Realty, 
Inc., such exchange did not result in a non-taxable 
reorganization under Section 112 of the Internal Revenue 
Code, but that by reason of the receipt of the debenture 
bonds, taxpayer is taxable on account of a distribution 
of earnings in the amount of $72,309.46, being the amount 
of the earned surplus reflected by the books of Seaboard 
Realty Company prior to the exchange of its assets for 
stock and debentures of Seaboard Realty, Inc., and that 
taxpayer is also taxable on account of a capital gain from 
the same transaction to the extent of $77,690.54, being 
the excess of the face value of such debenture bonds of 
Seaboard Realty, Inc. over the amount of the said earned 
surplus of Seaboard Realty Company. 

(b) The Commissioner eired in failing to rule that 
the exchange of stock of the one corporation, a party to 
the reorganization, in pursuance of the plan of reorgani¬ 
zation for stock and other securities in another corpora¬ 
tion, a party to the reorganization, is a non-taxable re¬ 
organization under Section 112 of the Internal Revenue 
Code. 

(c) The Commissioner erred in holding that taxpayer 
is taxable both on the theory that the debentures received 
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were a dividend and the further theory that their receipt 
resulted in a capital gain. 

(d) The Commissioner erred in failing to hold that, 
if the transaction did not iesult in a non-taxable re¬ 
organization, the stock and other securities received by 
taxpayer in the reorganization cannot constitute both a 
dividend and an exchange resulting in capital gain, but 
must be one or the other. 

59 (e) With respect to the holding that a dividend 

was received, the Commissioner erred in holding 
that the amount of the dividend was $72,309.46, being the 
amount of the earned surplus, and in failing to hold that 
if there was, in fact and law, a taxable dividend, the 
extent thereof is the market value of the debentures, 
which is not in excess of 30% of their face value ($150,- 
000) or $45,000.00. 

(f) With respect to the holding that a capital gain 
resulted from the transaction, the Commissioner erred 
in holding that the amount of such capital gain is the 
difference between the amount of the so-called dividend 
and the face value of the debentures, to wit, $77,690.54, 
and in failing to hold that if there was, in fact and law, 
a capital gain, the extent thereof is 50% of the market 
value of the debentures, or 50% of 30% of the face 
value of the debentures, or $22,500.00. 

(g) The Commissioner erred in holding that there is 
a deficiency of income tax of this taxpayer for the year 
1943, in the sum of $71,754.35. 

(h) The Commissioner erred in failing to hold that 
the only deficiency of income tax of this taxpayer, for 
1942 or 1943, whichever year is greater, is that result¬ 
ing from the minor adjustments contained in the Notice 
of Deficiency, Exhibit A, which taxpayer admits to be, 
in substance, correct. 
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(6) The facts upon which petitioner relies as the basis 
for this proceeding are:— 

60 (a) during the year 1942, and prior thereto, 

Seaboard Realty Company, a corporation organized 
under the laws of the State of Delaware, had authorized 
and outstanding One Thousand (1,000) shares of common 
stock, all of which, with the exception of two qualifying 
shares, were owned by the taxpayer. 

(b) Seaboard Realty Company owned premises 7611 
and 7701 Georgia Avenue, N. W., Washington, D. C., 
improved by two separate apartment houses. 

(c) At the time the buildings were erected by it, prem¬ 
ises were subject to an aggregate first trust of $240,000.00 
and a secondary obligation of $28,350.00. In 1942, the 
balance of the secondary obligation was paid off, and the 
first trust, maturing in 1948, had been reduced to $149,- 
500.00. 

(d) The books of Seaboard Realty Company, in 1942, 
showed a surplus of $72,309.46 (which consisted solely of 
the equity in the premises, the difference between 
value of the land and the depreciated book value of the 
buildings over and above first trust balance.) The com¬ 
pany had on hand only $2,411.66, in cash, and had 
accounts payable of $4,349.69. 

(e) Seaboard Realty Company, in 1942, concluded that 
the buildings had appreciated in value and were, in fact, 
worth more than the book value of $194,806.44. The 
assets, consisting of the land and buildings, were con¬ 
sidered to have an excess market value of at least $77,- 
690.54. The Seaboard Realty Company was liable on the 
notes secured by the first trust. That company had 
reached a position where its surplus would constantly 
increase, by reason of allowed depreciation and curtail¬ 
ment of the trust. 
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(f) The company was advised hy tax counsel that, if 
the financial position of the company continued to so im¬ 
prove, there wonld come a time in the near future, 
when amounts not needed for company business, 
61 such as the reserve for new equipment and re¬ 
pairs, which were then imminent, or for the cur¬ 
tailment of the first trust, arising out of earnings, would 
have to he paid in the form of dividends, even though 
such earnings were only equities in the buildings. The 
company was further advised that a non-taxable reorgani¬ 
zation under Section 112 of the Internal Revenue Code 
would permit a newly-formed corporation to pay some 
of its earnings out as interest, with corresponding 
reductions in Federal and District of Columbia in¬ 
come taxes, since such amounts would he deductible from 
gross income, whereas dividends would not be so de¬ 
ductible and earnings of the new corporation would not 
be subject to the danger of seizure under execution on a 
deficiency judgment, in the event the first trust was not 
paid and the premises were, at a later date, sold at fore¬ 
closure, with a resulting deficiency, since the new corpora¬ 
tion would not be liable on the notes secured by the first 
trust. The company was further advised that the pro¬ 
posed and issued debentures, without interfering with 
bank or commercial credit, would result in an increased 
base for determining excess profits taxes resulting in 
lesser Federal income taxes to the corporation. Tax¬ 
payer was advised that an exchange of stock for stock 
and debentures of a new corporation would constitute a 
non-taxable reorganization under Section 112 of the In¬ 
ternal Revenue Code, and that the debentures would rep¬ 
resent only an exchange of a debt of the corporation for 
the equity of the stockholder in the corporation and the 
corresponding equity of the corporation in the premises. 


by reason of the unrealized appreciation in the value 
of the premises. 

62 (g) On December 31, 1942, the statement of as¬ 

sets and liabilities of Seaboard Realty Company 
was, as follows:— 


Cash 


$ 2,411.66 

Buildings 

$284,672.74 


Less: Depreciation 

89,866.30 

194,806.44 

Land 


29,941.05 



$227,159.15 

Liabilities t£ Capital 


Accounts payable 


$ 4,349.69 

Mortgage 


149,500.00 

Common stock 


1,000.00 

Surplus 


72,309.46 



$227,159.15 


(h) Accordingly, there was formed, in December, 1942, 
Seaboard Realty, Inc., a corporation organized under the 
laws of the State of Delaware, with One Thousand 
(1,000) shares of no par common stock. This corpora¬ 
tion thereupon exchanged all of said shares of stock, and 
150 of its unsecured debenture bonds (Exhibit B) in 
the sum of One Thousand Dollars ($1,000.00) each, due 
December 31, 1972, bearing interest at 5%, payable semi¬ 
annually, for all of the assets of Seaboard Realty Com¬ 
pany, subject to all its liabilities. The said debentures 
provided, among other things, the following conditions: 

(1) That the company may redeem any bond, on any 
interest date, by the payment of principal and interest 
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to date accrued and a premium of 5% thereon, if all of 
such bonds be redeemed. 

63 (2) That the company may redeem five of its 

bonds, according to serial numbers, on the 31st 
of December, 1943, and each year thereafter. 

(3) That, in case of default in payment of interest on 
five consecutive interest dates, the principal of all bonds 
shall become due and payable upon notice and demand. 

(4) That the bonds are secondary to the rights of 
general creditors of the company. 

(i) Seaboard Realty, Inc., statement of assets and 
liabilities, as of December 31, 1942, was, as follows:— 


Cash 

Buildings $284,672.74 

Less: Depreciation 89,866.30 

$ 2,411.66 

194,806.44 

Land 

Excess market value of assets 

29,941.05 

77,690.54 

Liabilities <& Capital 

$304,849.69 

Accounts payable 

Mortgage 

Common stock 

Debenture Bearer Bonds 

Surplus 

$ 4,349.69 
149,500.00 
1,000.00 
150,000.00 


$304,849.69 


(j) Immediately thereafter, Seaboard Realty Com¬ 
pany exchanged the one thousand shares of common stock 
and the 5% debenture bonds, with a face value of 
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$150,000.00, of Seaboard Realty, Inc., to the tax- 
64 payer, for all of its authorized and outstanding 
capital stock, and Seaboard Realty Company was 
then dissolved. Thereafter, Seaboard Realty, Inc. con- 
tinned to carry on the business theretofore carried on 
by Seaboard Realty Company. Seaboard Realty, Inc. 
has annually paid interest on its debenture bonds, in the 
sum of $7,500.00. 

(k) The market value of the debentures received by 
taxpayer in 1942, of a face value of $150,000.00, if they 
had a market value on the date of exchange, did not 
exceed 30% of the face value thereof, of $45,000.00. 

WHEREFORE, petitioner prays that this Court may 
hear the proceedings that the deficiency proposed by the 
Commissioner of Internal Revenue be declared in error, 
and that the Court hold that the deficiency, if any, in 
income tax, for the year 1942 or 1943, is the greater of 
the tax liabilities for these years, three-fourths of the tax 
liability for the lesser year being forgiven, and is lim¬ 
ited to the tax resulting from the minor adjustments 
appearing in the Notice of Deficiency, Exhibit A, which 
are admitted by taxpayer to be, in substance, correct 

/s/ Ernest L. Smith 
CITY OF WASHINGTON ) 

) ss* 

DISTRICT OF COLUMBIA ) 

Ernest L. Smith, the petitioner herein, being duly 
sworn, says that he is familiar with the statements 
contained in the Petition and that the facts set forth 
therein are true. 

/s/ Ernest L. Smith 

SUBSCRIBED and SWORN to before me this 20 day 
of December, 1948. 

/s/ Loraa Hawk 

Notary Public 
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65 Answer 

Comes now the Commissioner of Internal Revenue, by 
his attorney, Charles Oliphant, Chief Counsel, Bureau 
of Internal Revenue, and for answer to the petition filed 
herein, admits and denies as follows: 

(1), (2) and (3). Admits the allegations of para¬ 
graphs (1), (2) and (3). 

(4) Admits that the tax in controversy is income tax 
for the taxable calendar year 1943. Denies the remain¬ 
ing allegations of paragraph (4). 

(5) Denies that the Commissioner committed the er¬ 
rors alleged in subparagraphs (a) to (h), inclusive, of 
paragraph (5). 

(6) Denies the allegations of paragraph (6) except 
it is admitted that Seaboard Realty Company, a Dela¬ 
ware corporation, which owned two separate apartment 
houses at 7611 and 7701 Georgia Avenue, N. W., Wash¬ 
ington, D. C., distributed to petitioner as its stockholder 
during the calendar year 1942 1,000 shares of stock and 
debenture bonds of a face value of $150,000.00 of Sea¬ 
board Realty, Inc., as alleged in subparagraphs (a), (b) 

and (j) of paragraph (6). 

66 (7) Denies generally and specifically each and 
every allegation contained in the petition not here¬ 
inbefore expressly admitted, qualified or denied. 

WHEREFORE, it is prayed that petitioner’s appeal 
be denied. 

(Signed) Charles Oliphant 
CHARLES OLIPHANT 
Chief Counsel 

Bureau of Internal Revenue 
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Of Counsel: 

Philip A. Bayer 
Division Counsel 
James C. Maddox 
Special Attorney 
Bureau of Internal Revenue 

JCM/bs 2/9/49 

49 Pft’s Ex. No. 5 

received in evidence 

Collateral Agreement 

In the year 1943, Seaboard Realty, Inc. issued to me 
. 150 five per cent thirty year debentures due December 
31, 1972, each in the principal or face amount of $1,000. 
For the purpose of the settlement of my income tax 
liability for 1943 there is to be included as ordinary divi¬ 
dend income on account of the receipt of such bonds an 
amount of $60,000 representing the agreed value, as of 
the date of receipt, of such bonds in the aggregate prin¬ 
cipal sum of $150,000. In consideration for the above- 
mentioned settlement on the aforesaid basis, the under¬ 
signed hereby agrees that, for Federal income tax pur¬ 
poses, the basis of each of such aforesaid bonds in the 
face amount of $1,000, in the hands of the undersigned, 
shall be $400.00. 

/s/ Ernest L. Smith 
Ernest L. Smith 

Date: 
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50 Stipulation 

It is hereby stipulated and agreed that there is a de¬ 
ficiency in Federal income tax dne from this petitioner 
for the taxable year 1943 in the amonnt of $43,543.90, 
and that the Tax Court may enter its decision accord¬ 
ingly- 

It is fnrther stipulated and agreed that effective upon 
the entry of the Tax Court’s decision, petitioner waives 
the restrictions, if any, contained in the applicable sec¬ 
tions of the Internal Revenue Code, and amendments 
thereto, on the assessment and collection of said de¬ 
ficiency, plus interest as provided by law. 

/s/ Prew Savoy 

Attorney for Petitioner 
Charles Oliphant 
Chief Counsel 

Bureau of Internal Revenue 
Attorney for Respondent 

JCM/cfb 5/11/50 

51 Audit Statement 

In re: Ernest L. Smith, 

6735 Pomander Lane 
Chevy Chase, Maryland 

Docket No. 21298 
Income Tax 

Liability Shown 

Year Liability on Return Deficiency 

1943 $58,214.08 $14,670.18 $43,543.90 
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52 Ernest L. Smith . Year ended December 31,1942 


Schedule 1 
Net Income 

Net income shown in s/n/d dated 9/28/48 $138,037.32 

Adjusted net income 90,869.52 

Adjustment $ 47,167.80 

Deductions: 

(a) Net long-term capital gain adjustment $ 34,858.34 

(b) Decrease in dividends 12,309.46 

Total decrease in income $ 47,167.80 


Schedule 2 

Explanation of Adjustments 


(a) Net long-term capital gain shown in 

deficiency notice 

Net long-term capital loss allowable 
(limitation) 

Decrease in income 

Capital gain from Seaboard Realty Company 
eliminated 
Less: 

Other net long-term 
capital loss 

deficiency notice $4,986.93 
Allowable 1,000.00 $ 3,986.93 

Net decrease in income $34,858.34 

(b) Portion of debenture bonds 
of the Seaboard Realty Com¬ 
pany, Inc. included as divi¬ 
dend income in the deficiency 
notice 

Included herein for purpose of 
settlement 

Decrease in income 


$ 33,858.34 

1,000.00 
$ 34,858.34 

$38,845.27 


$ 72,309.46 
60,000.00 


$ 12,309.46 
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50 Stipulation 

It is hereby stipulated and agreed that there is a de¬ 
ficiency in Federal income tax dne from this petitioner 
for the taxable year 1943 in the amount of $43,543.90, 
and that the Tax Court may enter its decision accord¬ 
ingly. 

It is further stipulated and agreed that effective upon 
the entry of the Tax Court’s decision, petitioner waives 
the restrictions, if any, contained in the applicable sec¬ 
tions of the Internal Revenue Code, and amendments 
thereto, on the assessment and collection of said de¬ 
ficiency, plus interest as provided by law. 

/s/ Prew Savoy 

Attorney for Petitioner 
Charles Oliphant 
Chief Counsel 

Bureau of Internal Revenue 
Attorney for Respondent 

JCM/cfb 5/11/50 

51 Audit Statement 

In re: Ernest L. Smith, 

6735 Pomander Lane 
Chevy Chase, Maryland 

Docket No. 21298 
Income Tax 

Liability Shown 

Year Liability on Return Deficiency 

1943 $58,214.08 $14,670.18 $43,543.90 
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52 Ernest L. Smith Year ended December 31,1942 

Schedule 1 
Net Income 

Net income shown in- s/n/d dated 9/28/48 $138,037.32 

Adjusted net income 90,869.52 

Adjustment $ 47,167.80 

Deductions: 

(a) Net long-term capital gain adjustment $ 34,858.34 

(b) Decrease in dividends 

Total decrease in income 

Schedule 2 

Explanation of Adjustments 

(a) Net long-term capital gain shown in 

deficiency notice 

Net long-term capital loss allowable 
(limitation) 

Decrease in income 

Capital gain from Seaboard Realty Company 
eliminated 
Less: 

Other net long-term 
capital loss 

deficiency notice $4,986.93 
Allowable 1,000.00 $ 3,986.93 

Net decrease in income $34,858.34 

(b) Portion of debenture bonds 

of the Seaboard Realty Com¬ 
pany, Inc. included as divi¬ 
dend income in the deficiency 
notice $ 72,309.46 

Included herein for purpose of 

settlement 60,000.00 

Decrease in income 


12,309.46 
$ 47,167.80 

$ 33,858.34 

1,000.00 
$ 34,858.34 

$38,845.27 


$ 12,309.46 
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53 Computation of Tax 

Schedule 3 

Adjusted net income $90,869.52 

Less: 

Personal exemption $1,200.00 

Credit for dependents 1,050.00 


Surtax net income 
Less: 

Earned income credit 

Balance subject to normal tax 
Normal tax at 6% 

Surtax on $88,619.52 


2,250.00 

$88,619.52 

925.00 

$87,694.52 

$5,261.67 

50,404.64 


Liability $55,666.31 

Year ended December 31,1943 


Schedule 4 
Net Income 


Net income shown in s/n/d dated 
9/28/48 



Income 

Victory 


Tax 

Tax 


$27,929.27 

$30,129.43 

Adjusted net income 

26,301.57 

30^29.43 

Adjustment 

Deductions: 

Net long term gain eliminated 

$ 1,627.70 


due to 1942 adjustment 

627.70 



Capital loss carry-over disallowed 
in s/n/d allowed herein due 
to 1942 adjustment 1,000.00 


Decrease in income 


$1,627.70 


54 
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. v.-»r v 

Schedule 5 
Computation of Tax 


Adjusted net income $26,301.57 

Less: 


Personal exemption 

Credit for dependents 

$1,200.00 

1,050.00 

$ 2,250.00 

Surtax net income 

Less: 

Earned income credit 

< 


$24,051.57 

925.00 

* 

Balance subject to normal tax 
Normal tax @ 6% 

Surtax on $24,051.57 

$1,387.59 

8,006.82 

$23426.57 

Total income tax 

Victory tax net income 

Less: 

Specific exemption 

$ 30429.43 

624.00 

$ 9,394.41 

Balance subject to victory tax 

$29,505.43 


Victory tax at 5% 

Victory tax credit (46%) 

$ 1,475.27 
678.62 


• 

Net victory tax 


$ 796.65 

(a) Total income and victory tax 


$1049L06 

(b) Income tax for 1942 


$55,666.31 

Item (a) or (b) whichever larger 
Forgiveness feature: 


$55,666.31 


Item (a) or (b) whichever 


smaller $10491.06 
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55 

$55,666.31 

Carried Forward $10,191.06 


Amount forgiven 3/4 7,643.29 

Amount unforgiven 1/4 

$2,547.77 

Liability 

$58,214.08 

Liability shown on return No. 353148 

14,670.18 

• • • • 

Deficiency 

$43,543.90 


Pet’s Ex. No. 7 


received in evidence 

THE TAX COURT OF THE UNITED STATES 

Washington 

(SEAL) 

ERNEST L. SMITH, 

Petitioner, 

v. 


COMMISSIONER OF INTERNAL REVENUE, 

Respondent. 

Docket No. 21298 


56 Decision 

Under written stipulation signed by counsel for the 
parties in the above-entitled proceeding and filed with the 
Court on May 15, 1950, at -Washington, D. C., it is 

ORDERED and DECIDED: That there is a deficiency 
in income tax for the taxable year 1943 in the amount of 
$43,543.90. 

(sgd.) J. Russell Leech 
Judge. 

(SEAL) 

Enter: 

Entered May 17 1950 
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142 Stipulation 

The following stipulations are hereby made by the 
counsel for the District of Columbia and counsel for peti¬ 
tioner, Seaboard Realty, Inc. 

1. That copies of petitioner’s United States Corpora¬ 
tion Income and Declared Value Excess-Profits Tax re¬ 
turns for the years 1943 and 1949 may be received in 
evidence without formal proof and marked Petitioner’s 
Exhibits 11 through 18. 

2. That copies of United States Individual Income 
Tax Returns of Ernest L. Smith for the year 1912 and 
1943 may be received in evidence without formal proof 
and marked Petitioner’s Exhibits 19 and 20. 

3. That the letter of the United States Treasury De¬ 
partment, Internal Revenue Service, to petitioner, dated 
June 2, 1949, containing report dated May 16, 1949, of 
examination of petitioner’s corporation income tax re¬ 
turns for the years 1946 and 1948 may be received in 
evidence without formal proof and marked Petitioner’s 
Exhibit 21. 

4. That the deficiency of $43,543.90 set forth in the 
stipulation between the Treasury Department and the 
petitioner, dated May 11, 1950, (Petitioner’s Exhibit 6), 
was predicated upon the adjustments set forth in the 

audit statement attached to said stipulation. 

143 5. That the said audit statement attached to 
said stipulation (Petitioner’s Exhibit 6) was not 

filed in the proceeding in the United States Tax Court. 

6 . That United States Corporation Income and De¬ 
clared Value Excess-Profits Tax Returns were filed by 
the petitioner for the years 1943 through 1949 with the 
Treasury Department, Internal Revenue Bureau, and 
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have not been andited except for the years 1946 and 
1948, as shown by Petitioner’s Exhibit 21. 

The District of Columbia expressly objects to the ad¬ 
mission of the above described exhibits on the grounds 
that they are irrelevant and immaterial and upon the 
other grounds stated by counsel for the District of Co¬ 
lumbia at the resumed hearing heretofore held in this 
cause on the 30th day of November, 1950, before the 
Board of Tax Appeals for the District of Columbia. 

Vernon E. West 
Corporation Counsel for the 
District of Columbia 

Harry I*. Walker, 

Assistant Corporation Counsel 
Attorneys for the District of 
Columbia 

Frederick Stohlman 
George A Cassidy, Jr. 

Attorneys for Seaboard Realty, Inc. 

• • • • 

134 Additional Findings of Fact amd 

Conclusions of Law 

Pursuant to the mandate of the United States Court 
of Appeals for the District of Columbia Circuit, of No¬ 
vember 14, 1950, on petition for review of the decision 
of this Board of November 9, 1948, the above-entitled 
appeal was set for hearing on November 30, 1950 before 
the Board, for further proceedings not inconsistent with 
the opinion of the Court of July 24, 1950. At said hear¬ 
ing additional testimony was taken and thereafter a stipu¬ 
lation of the parties as to certain facts was filed, and, 
upon consideration thereof, the Board hereby makes the 
following 


55 A 


Additional Findings of Fact 

L During the years 1942 and 1943, and at all times 
subsequent thereto, Ernest L. Smith, the owner of 998 
of 1,000 shares of the capital stock of petitioner, and the 
beneficial owner of the remaining 2 shares thereof, was a 
resident of the State of Maryland and he did not file 
District of Columbia income-tax returns for any of those 
years. He filed United States income-tax returns for 
1942 and 1943 with the Collector of Internal Revenue 
for the district of Maryland. In his return for 1943, he 
reported $7500 under the heading “Interest on corpora¬ 
tion bonds, bank deposits, notes etc. ” He did not in any 
way report therein the transactions described in the 
Findings of Fact heretofore made herein, or any gain 
or income therefrom. 

135 2. On June 23, 1945, the Internal Revenue 

Agent in Charge at Baltimore transmitted to Smith 
a copy of the report of the examination of his income 
tax return for 1943 and notified him that an adjustment 
of his tax liability by an increase of $120,361.07 appeared 
to be warranted. The report so transmitted showed that 
this proposed additional tax was based on an increase of 
Smith’s net income in the amount of $150,000, being the 
face amount of the debentures referred to in Finding of 
Fact No. 10, which had been distributed to Smith, his 
wife and attorney, as set forth in Finding of Fact No. 11. 

On August 23, 1945, Smith filed a written protest 
with the Internal Revenue Agent in Charge, upon the 
ground that the exchange was not a distribution of earn¬ 
ings and profits, and was not essentially equivalent to a 
taxable dividend under section 115(g) [of the United 
States Internal Revenue Code], but was a tax-free ex¬ 
change under section 112. He also took exception to 
the valuation placed upon the debenture bonds of the 
face value of $150,000, and averred that their fair mar¬ 
ket value was far less than their face value. 
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3. On September 28, 1948, the Commissioner of In¬ 
ternal Revenue advised Smith that upon consideration 
of the report, Smith’s protest, and statements made at 
conferences following the protest, a determination of his 
income-tax liability for 1943, disclosed a deficiency of 
$71,754.35. There was transmitted with the letter of 
advice a statement of his tax liability, from which it 
appeared that an adjustment of his net income had been 
made by adding thereto $72,309.46, being the amount of 
the earned surplus of petitioner as reflected by its books 
prior to distribution, and by adding thereto, as a capital 
gain, one-half of $77,690.54 ($38,845.27), the excess of 
the face value of the bonds over the amount of the afore¬ 
said earned surplus. 

By the letter of advice Smith was also informed of his 
right [under section 272 of the Internal Revenue 
136 Code] to file a petition with the Tax Court of the 
United States for a redetermination of the defi¬ 
ciency. The hearing before this Board was held on 
October 20, 1948, during the running of this 90-day 
period. The then pending controversy in regard to 
Smith’s liability for Federal income tax was not dis¬ 
closed to this Board during the hearing, or at any time 
prior to the hearing held pursuant to the mandate of 
the United States Court of Appeals for the District of 
Columbia Circuit. 

4. After the filing by petitioner of its petition for 
review of the decision of this Board by the United States 
Court of Appeals for the District of Columbia Circuit, 
Smith filed a petition in the Tax Court of the United 
States for a redetermination of the deficiency set forth 
by the Commissioner of Internal Revenue in his notice 
dated September 28, 1948. Smith based his petition upon 
the grounds that the Commissioner had erred in holding 
that upon the exchange of stock of Seaboard Realty 
Company for stock and debenture bonds of Seaboard 
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Realty, Inc., such exchange did not resnlt in a non-tax- 
able reorganization under section 112 of the Internal 
Revenue Code, and in holding that Smith was taxable 
both on the theory that the debentures were a dividend 
and the further theory that their receipt was capital, 
gain; that the stock and other securities received by 
Smith could not constitute both a dividend and an ex¬ 
change resulting in capital gain, but must be one or the 
other; and that if there was in fact and law a taxable 
dividend, the extent thereof was the market value of the 
debentures, not in excess of 30% of their face value. 

5. While the proceedings in the United States Tax 
Court were pending, Smith agreed in writing that for 
the purpose of the settlement of his income-tax liability 
to the United States for 1943, there was to be included 
as ordinary dividend income on account of the receipt 

of the bonds, $60,000, lepresenting the agreed value 
137 as of the date of the receipt of the bonds, of the 

face value of $150,000, being $400 for each of the 
bonds. . 

6 . After the argument before the United States Court 
of Appeals for the District of Columbia Circuit on 
March 17, 1950, on review of the decision of this Board, 
but before the reargument thereof on June 1, 1950, a 
stipulation was entered into on May 11, 1950, pursuant 
to the agreement referred to in Additional Finding of 
Fact No. 5, between the attorney for Smith and the Chief 
Counsel for the Bureau of Internal Revenue, as attorney 
for the Commissioner of Internal Revenue, that there 
was a deficiency of Federal income tax due from Smith 
for 1943 in the amount of $43,543.90, and that the Tax 
Court might enter its decision accordingly. The agree¬ 
ment above referred to was not filed in the Tax Court. 

7. Upon the basis of the stipulation, the Tax Court, 
on May 17, 1950, ordered and decided that there was a 
deficiency in Smith’s income tax for the taxable year 
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1943 in the amount of $43,543.90. Part of this tax has 
been paid and the balance is being paid according to a 
schedule. 

8 . Petitioner filed its Federal income-tax returns for 
1942, 1943, 1944, 1945, 1946, 1947, 1948 and 1949. In 
each of these returns it claimed as a deduction from its 
total income, interest in amounts ranging from $14,658.77 
to $12,952.50. The returns did not identify the obliga¬ 
tions upon which these interest payments had been made, 
but the balance sheets which constituted a part of the 
returns showed in each case a $150,000 liability on deben¬ 
tures in addition to liability on “bonds, notes mortgage, 
payable: with original maturity of 1 year or more,” rang¬ 
ing from $149,500 to $123,000.12. None of these returns 
have been audited by the Bureau of Internal Revenue 
except those for 1946 and 1948. As to those years a 
report of the examination of the returns was made on 
May 16, 1949 and forwarded to petitioner on the same 
date. Petitioner agreed to a proposed adjustment based 
on the report. The report did not in any way mention 
or make any adjustment with reference to interest on the 
debenture involved in this appeal. 

138 9. Petitioner’s return for District of Columbia 

income for 1943 was filed on April 15, 1944. On 
December 30, 1944, the Assessor sent notice of the pro¬ 
posed assessment of the deficiency as to which the pres¬ 
ent appeal is pending. Petitioner protested within 30 
days thereafter, and thereafter, at the request of its at¬ 
torney, the time of assessment was extended eight times 
by the execution of waivers. The last waiver extended 
the time to July 15,1948. 

10 . The Board hereby vacates the conclusions of law 
herein entered on November 9, 1948, and substitutes the 
following in lieu thereof: 
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Conclusions of Law 

L Forty per centum of the interest on debentures 
paid by petitioner during 1943 was deductible from its 
gross income under the provisions of Section 5(a) of 
the District of Columbia Revenue Act of 1939 (D. C. 
Code 1940, sec. 47-1505-a), and sixty per centum thereof 
was not so deductible. 

2. The assessment of $375.00 tax and $195.21 interest 
thereon, a total of $570.21 appealed from herein, should 
be reduced by forty per cent thereof, namely $228.08. 

Decision will be entered for respondent to the extent 
indicated above. 

/s/ Lawrence Koenigsberger, 
Lawrence Koenigsberger, 
Member Sole, 

Board of Tax Appeals for 
the District of Columbia 
• • • • 

139 Memorandum 

In its opinion, the Court of Appeals said: 

* ‘ from the standpoint of the corporation the question 
is whether the reorganization changed non-deductible 
dividends into deductible interest. 

“We are of the view that the change could not be ef¬ 
fected for income tax purposes unless taxability of the 
principal to Smith et al. [petitioner’s stockholders] was 
recognized somewhere in the course of the transactions. 
On the other hand, if the transaction had sill the inci¬ 
dents which, from an income tax viewpoint, would com¬ 
plete the transition from risk investment to debt obliga¬ 
tion, Smith et al. might be entitled to whatever benefits 
would accrue from such a transition. If Smith et al. 
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paid an income tax on the principal of their accumulated 
surplus, as though it had been distributed to them, their 
right to lend that principal is unimpaired by tax con¬ 
siderations. 

In a later portion of its opinion, the Court said: 

“If it were held in the present case that these distribu¬ 
tions are interest, and if it were at the same time held 
in respect to federal income taxation that they are not 
interest, a most confusing conflict would occur. We have 
no doubt that the decision on interest vel non in respect 
to federal taxes will depend in large measure upon 
whether the reorganization is held to be a taxable trans¬ 
action or not. And so the inquiry in the matter before 
us leads rather directly to the federal question of the 
taxability resulting to Smith et al. upon the reorganiza¬ 
tion or exchange of securities under the Internal Revenue 
Code. That, of course, is a question for the federal au¬ 
thorities, and we think the proper treatment for local 
tax purposes of questions that are related to questions 
under the federal statutes, is, in the first instance, a mat¬ 
ter for the consideration of the local taxing authorities. 
In other words we think that the District Board of Tax 
Appeals should ascertain what the federal disposition of 
the basic question was and then determine what effect 
should be given that determination in the specific 
140 matter of local taxes. We shall, therefore, remand 
the case to the Board for its further consideration 
of the problem in the light of the treatment to be given 
it under the federal income tax law and the coordination 
required by the local statute between that federal treat¬ 
ment and the local treatment # • •” 

It thus appears that the Court of Appeals considered 
that consideration should be given by this Board to the 
holding by the Federal Government (1) as to petitioner’s 
right to deduct the interest in the determination of its 
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taxable income; and (2) of the effect of tbe transactions 
involved on the tax liability of petitioner’s stockholders. 

The Federal Government has made no holding in re¬ 
spect of the deductibility of the interest from petitioner’s 
taxable income. It does not appear that any of petition¬ 
er’s returns since the reorganization have been the sub¬ 
ject of examination, except those for 1946 and 1948. A 
report of those examinations was made on May 16, 1949, 
and a proposed adjustment based on the report was 
agreed to by petitioner. The report does not indicate 
that the question of the deductibility of the interest was 
considered The examination and adjustment occurred 
nearly a year before the settlement of Smith’s tax lia¬ 
bility, and could not have been influenced by it. There¬ 
fore there does not seem to be a Federal holding as to 
the deductibility of the interest from petitioner’s income. 

As appears from the Additional Findings of Fact, 
Smith’s income-tax liability has been disposed of by a 
compromise settlement between him and the Commissioner 
of Internal Revenue. The effect of this settlement is the 
same as if the debentures of the face value of $150,000, 
had been received by Smith as a dividend, but at a value 
of $400 for each $1,000 debenture, i.e., on a basis of 40% 
of face value. The application of this formula to the 
question now before this Board, results in the conclusion 
that the debenture interest is deductible to the extent 
of 40% thereof, and that 60% thereof is not deductible. 

/s/ Lawrence Koenigsberger 
Lawrence Koenigsberger, 
Member Sole, 

Board of Tax Appeals for 
the District of Columbia 
• • • • 
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141 Decision 

This proceeding came on to be heard npon the petition 
filed herein; and npon consideration thereof, and of the 
evidence adduced at the hearing on said petition, it is, 
by the Board, this 4th day of April, 1951, 

ADJUDGED and DETERMINED, That the deficiency 
assessment of 1943 income tax against petitioner, Sea¬ 
board Realty, Inc., amounting to $375.00 tax and $195.21 
interest, a total of $570.21, be, and it is, hereby reduced 
to $225.00 tax and $117.13 interest, a total of $342.13, 
and that said petitioner is entitled to a refund of $228.08 
by reason thereof. 

/s/ Lawrence Koenigsberger 
Lawrence Koenigsberger, 
Member Sole, 

Board of Tax Appeals for 
the District of Columbia 
• • • • 











































DISTRICT OF COLUMBIA’S STATEMENT OF THE 
QUESTION PRESENTED 


The question presented on this appeal is the same ques¬ 
tion as was presented to this Court on the first appeal in 
this case. 1 As was stated by this Court in its opinion in 
that first appeal, “The question is whether certain pay¬ 
ments, or distributions, by the corporation were or were 
not interest within the meaning of the local revenue act and 
thus deductible from gross income in computing net income 
for tax purposes”. 2 


1 Seaboard Realty, Inc. v. District of Columbia, 87 U. S. App. D. C. 258, 
184 F. 2d 269. 

2 53 Stat. 1089 (1939), D. C. Code. Sec. 47-1505(a)(2), (1940). 
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APPEALS FOR THE DISTRICT OF COLUMBIA ' 


BRIEF FOR DISTRICT OF COLUMBIA, RESPONDENT 
IN CASE NO. 11,077, AND PETITIONER IN NO. 11,212 


SUPPLEMENTAL STATEMENT OF THE CASE 

This case was first argued on appeal before this Court 
on March 17,1950. Sua sponte, this Court set the case down 
for reargument, which was had June 1, 1950. On July 24, 
1950, this Court entered its opinion and judgment. That 
opinion is reported in 87 U. S. App. D. C. 258 and in 184 
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F. 2d 269. The opinion will hereinafter be referred to as 
“the first opinion”. 

As was hereinbefore mentioned, this Court stated the 
question involved in this case as follows: 

“ # • # The question is whether certain payments, 
or distributions, by the corporation were or were 

. not interest within the meaning of the local revenue 
act and thus deductible from gross income in com¬ 
puting net income for tax purposes.” 

A 

In the first opinion this Court stated that “the District 
Board of Tax Appeals should ascertain what the federal 
disposition of the basic question in this case was and then 
determine what effect should be given that determination 
in the specific matter of local taxes.” The Court therefore 
remanded the case to the Board for “further consideration 
of the problem in the Hght of the treatment properly to be 
given it under federal income tax law and the coordination 
required by the local statute between that federal treatment 
and the local treatment.” 

After hearing, the Board of Tax Appeals for the District 
of Columbia (hereinafter called “the Board”) entered, 
inter alia , the following pertinent findings of fact:- 

“8. Petitioner filed its Federal income-tax re¬ 
turns for 1942, 1943, 1944, 1945, 1946, 1947, 1948 
and 1949. In each of these returns it claimed as a 
deduction from its total income, interest in amounts 
ranging from $14,658.77 to $12,952.50. The re¬ 
turns did not identify the obligations upon which 
these interest payments had been made, but the 
balance sheets which constituted a part of the re¬ 
turns showed in each case a $150,000 liability on 
debentures in addition to liability on * bonds, notes 
mortgage, payable: with original maturity of 1 year 
or more,’ ranging from $149,500 to $123,000.12. 
None of these returns have been audited by the 
Bureau of Internal Revenue except those for 1946 
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and 1948. As to those years a report of the ex¬ 
amination of the returns was made on May 16,1949 
and forwarded to petitioner on the- same date. 
Petitioner agreed to a proposed adjustment based 
on the report. The report did not in any way 
mention or make any adjustment with reference to 
interest on the debenture involved in this appeal. ’ ’ 

(App. 58A). 

From that portion of the decision of the Board which held 
that 60 per centum of the distributions made by Seaboard 
Realty, Inc., (hereinafter called “Seaboard”) during 1943 
weredeductible from its gross income under the provisions 
of Sec. 5(a) of the District of Columbia Revenue Act of 
1939 (D. C. Code 1940, Sec. 47-1505 (a)), Seaboard appealed 
to this Court, From that portion of the decision of the 
Board which held that 40 per centum of the amount of such 
distributions was deductible under the same provision of 
law, the District of Columbia appealed to this Court (Sea¬ 
board’s brief pages 4, 5; App. 59A). 

SUMMARY OF ARGUMENT 

• ■ * * v • LJJ ■ ; C0' r* 1 4 «**■.•»'! * * 1 * .C*,~ f } f ** * L J k t 

The question presented in this case is still the same question 
as was presented in the first appeal, viz^ whether the distributions ' 
in question were or were not deductible for die purpose of com¬ 
puting the net taxable income of Seaboard. Under die author¬ 
ities cited in the District of Columbia’s brief on the first appeal 
such distributions were not deductible. 

The Federal Government has not considered die baric ques¬ 
tion in this case. There is, therefore, nothing which requires the 
District Assessor to follow any federal administrative rulings or 
setdements. The federal setdement was made with respect to 
the individual income tax liability of Smith, the sole stockholder 
of Seaboard. Smith is a non-resident, non-taxpayer of the Dis¬ 
trict, and consequendy the federal administrative ruling has no 
bearing upon the District tax liability of die corporation. 




ARGUMENT 


The Board Was In Error In Holding That Any Portion of the 
Distributions In Question Was Deductible Under die 
Statutes Involved. 

« . V • 

V * / kf '. %■ > - j- * f •, • 

It is the position of the District of Columbia that the 
question before the Court in these appeals is the same ques¬ 
tion that was before the Court in the prior appeal, viz., 
whether the distributions made by Seaboard were or were 
not deductible from gross income for the purpose of com¬ 
puting taxable income under the statute involved. On this 
question, the District of Columbia submits that for the rea¬ 
sons set forth in its brief on the first appeal, such distribu¬ 
tions were not deductible. 

As we conceive the basic question in this case to be 
exactly as thi-s Court stated in the first opinion, there has 
been no “federal disposition” thereof. The Board found 
as facts that while Seaboard claimed in each of its federal 
income tax returns for 1942 - 1949, both inclusive, a deduc¬ 
tion from its total income for interest in amounts ranging 
from $14,658.77 to $12,952.50, those returns did not identify 
the obligations upon which such payments had been made. 
The Board further found that the balance sheets which con¬ 
stituted a part of the returns showed in each case a $150,000 
liability on the debentures in addition to liability on “bonds, 
notes mortgage, payable: with original maturity of 1 year 
or more, ’ 9 ranging from $149,500 to $123,000.12. The Board 
also found as facts the following: 

“• • • None of these returns have been audited 
by the Bureau of Internal Revenue except those for 
1946 and 1948. As to those years a report of the 
examination of the returns was made on May 16, 

1949 and forwarded to petitioner on the same date. 
Petitioner agreed to a proposed adjustment based 
on the report The report did not in any way men¬ 
tion or make any adjustment with reference to in- 
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terest on the debenture involved in this appeal” 
(App. 58A) 

Furthermore, in its opinion, the Board stated that “The 
Federal Government has made no holding in respect of the 
deductibility of the interest from petitioner’s taxable in¬ 
come. (App. 61A). 

It thus seems clear from the foregoing that there has 
been no “federal disposition of the basic question in this 
case.” 

In its opinion in this case, the Court observed that “The 
local statute requires that the District Assessor ‘apply as 
far as practicable the administrative and judicial inter¬ 
pretations of the Federal income-tax law so that computa¬ 
tions of income for purposes of this title shall be, as nearly 
as practicable, identical with the calculations required for 
Federal income-tax purposes.’ ” It was apparently that 
provision of the District law which impelled this Court to 
direct the Board to ascertain what was the Federal disposi¬ 
tion, if any, of the basic question in this case. However, it 
seems dear that this Court did not, by its mandate, order 
the Board to follow any federal administrative disposition. 
This seems clear for the Court remanded the case to the 
Board “for its further consideration of the problem in the 
light of # • * the coordination required by the local statute 
between that federal treatment and the local treatment.” 
In this connection, the District of Columbia submits that 
there is in this case no requirement that the District As¬ 
sessor follow any federal administrative disposition for the 
following reason: 

In Eastman Kodak Co. v. District of Columbia* this 
Court stated as follows: 

“• • • the express purpose of the quoted lan¬ 
guage of the District act (See. 29(a), cited in this 
Court’s opinion in this case) is to make computa¬ 
tions of income under that act ‘as nearly as prac- 

3 76 U. S. App. t>. C. 339, 131 F. 2d 347. 


ticable, identical with the calculations required 
for Federal income-tax purposes.’ * # (Paren¬ 
thetical matter supplied). 

In the case at bar the Federal authorities were dealing 
with the tax liability of the individual stockholder Smith 
(App. 55A, 56A, 57A and 58A), and Smith is a resident of 
the State of Maryland and did not file a District of Colum¬ 
bia income tax return “in any of the years” (Seaboard’s 
Brief page 5). The Board found that the Federal Govern¬ 
ment made no holding in respect of the deductibility of the 
interest from Seaboard’s taxable income. Under these cir¬ 
cumstances, it is obvious that no “identical calculations” 
would result from requiring the District Assessor to adopt 
the federal administrative settlement of Smith’s individual 
liability in determining the tax liability of the Seaboard 
corporation. 

Having found that there had been no question raised by 
the Federal Government with respect to the deductibility of 
the distributions in question for purposes of determining 
the Federal tax liability of Seaboard, the Board should have 
concluded as a matter of law that there was nothing in 
Sec. 29(a) 4 of the District Act which required the District 
Assessor to follow the settlement effected by the federal 
authorities and the individual Smith. The Board should 
have adhered to its original decision in this case for the 
reasons stated in the Board’s original memorandum, and in 
view of the additional evidence adduced at the hearing after 
remand which, of course, was not in the record before this 
Court in the first appeal. 

CONCLUSION 

That portion of the decision of the Board holding that 
40 per centum of the distributions made by Seaboard in 1943 

*53 Stat. 1100 (1939), D. C. Code, Sec. 47-1529(a), (1940). 











